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November 1, 2005

Chairman Ron Jones
Tennessee Regulatory Authority

460 James Robertson Parkway 05 - 00\50 55~

Nashville, Tennessee 37243-0505

RE: Joint Application of Level 3 Communications, LLC & WilTel Communications
Group, LLC for Approval of an Indirect Transfer of Control of WilTel
Communications, LLC

Dear Chairman Jones:

Please find enclosed, an ongnal and 14 copies of the referenced jomt application
accompanied by the $25.00 filing fee. Please date stamp a copy for my records.

Thank you for your assistance regarding this matter. If we can be of further assistance, please
do not hesitate to contact us.

Very truly yours,

FARRIS MATHEWS BRANAN
BOBANGO HELLEN & DUNLAP, PLC

Cfate B ubel df%

Charles B. Welch, Jr.
CBW/jrh
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MEMPHIS DOWNTOWN One Commerce Square, Suite 2000, Menphus, Tennessce 38103, (901) 2597100 telephone, (901) 259-7150 facsimule

MEMPHIS EAST 1100 Ridgeway Loop Road, Suite 400, Menphis, Tennessee 38120, (01)259-7120 telephone, (901)259-7180 facsumule



BEFORE THE TENNESSEE REGULATORY AUTHORITY
NASHVILLE, TENNESSEE
November 1, 2005
IN RE

JOINT APPLICATION OF LEVEL 3
COMMUNICATIONS, LLC &

WILTEL COMMUNICATIONS GROUP, LLC
FOR APPROVAL OF AN INDIRECT
TRANSFER OF CONTROL OF WILTEL
COMMUNICATIONS, LLC

DOCKET NO.

JOINT APPLICATION

Level 3 Communications, LLC (“Level 3”) and WilTel Communications Group, LLC
(“WilTel”) (collectively “Applicants”), through their undersigned counsel and pursuant to Tenn.
Code Ann. § 65-4-112 (2004), and the Rules of the Tennessee Regulatory Authonty
(“Authority”), hereby request expedited approval necessary to enable the parties to consummate a
transaction whereby Level 3, a non-dominant carrier, will acquire indirect control of WilTel
Communications, LLC (“WilTel-Comm”), a non-dominant carrier. WilTel-Comm 1s WilTel’s
Tennessee operating subsidiary holding authority to provide intrastate telecommunications services
in Tennessee. As a result of the proposed transaction, Level 3 will acquire 100 percent of the equity
of WilTel, and will, therefore, indirectly acquire control of WilTel-Comm.

As descnbed in detail below, although the proposed transaction will result in a change 1n
the ultimate ownership of WilTel, the management and operation of WilTel-Comm will be
unimpaired. This transaction does not involve any transfer of certificates, assets or customers
and WilTel-Comm will retain its authorizations to provide intrastate telecommunications

services 1n Tennessee. WilTel-Comm will continue to provide service to 1ts existing customers



in Tennessee pursuant to those authorizations under the same rates, terms and conditions.
Accordingly, this transaction will be transparent to the customers of WilTel-Comm.

Applicants respectfully request that the Authonty act expeditiously to grant the authority
requested herein prior to, but no later than, December 14, 2005, so that Applicants can timely
consummate the proposed transaction by December 31, 2005 to meet important business objectives.

In support of their Application, the Applicants state as follows:

I DESCRIPTION OF THE APPLICANTS

A. WilTel Communications Group, LLC (“WilTel”)

WilTel 1s a limited liability company organized under the laws of the State of Nevada.
WilTel is an indirect subsidiary of Leucadia National Corp. (“Leucadia”). Leucadia 1s a publicly
traded New York corporation that is a diversified financial services holding company engaged
through 1ts consolidated subsidiaries in a variety of businesses, including telecommunications
Through 1ts subsidiaries, WilTel operates and manages a technologically advanced, fully
operational, next-generation fiber-optic broadband network that spans approximately 30,000
route-miles connecting 118 cities in the United States and extends to Europe, Mexico and the
Pacific Rim.

WilTel-Comm is a Delaware limited liability company that is a wholly owned subsidiary
of WilTel. WilTel-Comm’s principal place of business is at One Technology Center, Tulsa, OK
74103. WilTel-Comm 1s a non-dominant carrier that holds authority to provide intrastate
interexchange telecommunications services in all 50 states and competitive local exchange
telecommunications services 1n fewer than five states. In Tennessee, W1lTel-Comm 1s authonzed
to provide resold and facilities-based local exchange, interexchange and exchange access

telecommunications services pursuant to a certificate granted by the Authority in Docket No. 99-



00398 on October 13, 1999. WilTel-Comm 1s also authorized to provide service as a reseller and
operator service provider pursuant to a certificate granted by the Authority in Case No. 99-00034
on Apnl 6, 1999.

B. Level 3 Communications, LLC (“Level 3”)

Level 3 Communications, LLC is a Delaware limited liability company with principal
offices located at 1025 Eldorado Boulevard, Broomfield, CO 80021. Level 3 provides high-
quality voice and data services to carners, ISPs, and other business customers over its IP-based
network. Level 3 is a wholly owned subsidiary of Level 3 Financing, Inc., which n turn is a
wholly owned subsidiary of Level 3 Communications, Inc, a publicly traded company
(NASDAQ: LVLT). Level 3 1s a non-dominant carrier authorized to provide resold and/or
facilities-based telecommunications services nationwide pursuant to certification, registration or
tariff requirements, or on a deregulated basis. Level 3 is also authorized by the Federal
Communications Commussion to provide international and domestic interstate services as a non-
dominant carrier.

In Tennessee, Level 3 1s authorized to provide facilities-based and resold local exchange
and interexchange telecommunications services pursuant to certificates granted by the Authority
1n Docket No. 98-00610 on November 24, 1998 as amended 1n Docket No. 02-00230 on June 28,
2002. Further information concerning Level 3’s legal, technical, managenal and financial
qualifications to provide service was submitted with its application for certification and 1s,
therefore, a matter of public record. Level 3 respectfully requests that the Authority take official

notice of that information and incorporate it herein by reference.

! The certificates were onginal granted to Williams Communications, Inc d/b/a Vyvx, Inc  On February 27,

2001, the Authonity was notified of the name change to WilTel Communications, LLC d/b/a Vyvx, Inc The
Authornty approved the name change to W1lTel Communications, LLC 1 Docket No 04-0448 on July 28, 2005



IL CONTACT INFORMATION

For the purposes of this Application, contacts for the Applicants are as follows.
For Applicants:

Tamar E. Finn, Esq.

Brett P. Ferenchak, Esq.

Swidler Berlin LLP

3000 K Street, NW, Suite 300

Washington, DC 20007-5116

Tel:  (202) 424-7500

Fax: (202) 424-7647

Email: TEFinn@swidlaw.com
BPFerenchak@swidlaw.com

Charles B. Welch, Jr.

Farris Mathews Branan Bobango Hellen & Dunlap PLC
618 Church Street, Suite 300

Nashville, TN 37219

Tel:  (615) 726-1200

Fax: (615) 726-1776

Email: cwelch@farrismathews.com

For WilTel:

Adam Kupetsky

Director of Regulatory and Regulatory Counsel
WilTel Communications, LLC

One Technology Center TC 15

Tulsa, OK 74103

Tel. (918) 547-2764

Fax: (918) 547-2360

Email: adam.kupetsky@wiltel.com

For Leucadia:

Mark D. Schneider

Sidley Austin Brown & Wood, LLP
1501 K Street, NW

Washington, DC 20005

Tel:  (202) 736-8058

Fax: (202) 736-8711

Email: mschneider@sidley.com



For Level 3:

Victoria Mandell

Level 3 Commurucations, LLC

1025 Eldorado Boulevard

Broomfield, CO 80021

Tel:  (720) 888-2439

Fax: (720) 888-5134

Email: Victoria.Mandell@Level3.com

III. REQUEST FOR APPROVAL OF INDIRECT TRANSFER OF CONTROL

A. Description of the Transaction

Pursuant to the proposed transaction, Level 3 will acquire, indirectly, 100 percent of the
equity in WilTel-Comm. Level 3 will acquire a 100 percent equity interest in WilTel, and thus, a
100 percent indirect ownership interest in WilTel-Comm. At this time, it 1s expected that
immediately following the transaction WilTel, along with WilTel-Comm, will continue to
operate as separate subsidiaries of Level 3. For the Authonty’s convenience, pre- and post-
transaction organizational charts are provided as Exhibit A

Immediately following the consummation of the proposed transaction, WilTel-Comm
will continue to offer the services it currently offers with no change in the rates or terms and
conditions of service. The indirect transfer of control of WilTel-Comm to Level 3 therefore will
be seamless and transparent to consumers in the State of Tennessee, 1n terms of the services they
receive.

B. Level 3’s Qualifications

Level 3 has the technical, managerial, and financial qualifications to acquire control of
WilTel. Level 3 is a leading global communications company, operating one of the world’s
newest and most advanced telecommunications platforms. Completed in 2001, the Level 3

network spans approximately 23,000 intercity route miles and delivers services to customers in



major markets across the United States and Europe. It serves a substantial number of the world’s
largest and most sophisticated communications companies, including interexchange carriers,
local phone companies, European PTTs, cable operators, ISPs, wireless compantes, and Internet
content providers. In 2004, Level 3 had worldwide communications revenues of $1.68 billion.
A copy of Level 3 Communications, Inc.’s most recent SEC Form 10-Q 1s attached hereto as
Exhibat B.

Level 3 is operated by a highly qualhified management team, all of whom have extensive
backgrounds in telecommunications. Information concerning the legal, technical, managerial
and financial qualifications of Level 3 was submitted with the various applications filed with the
Authority with respect to 1ts operations in Tennessee, and 1s, therefore, already a matter of record
with the Authority. Applicants respectfully request that the Authority take official notice of
these existing descriptions of Level 3’s qualifications and incorporate them herein by reference.
Moreover, as indicated above, immediately following the transaction WilTel, along with WilTel-
Comm, will continue to operate as separate indirect subsidiaries of Level 3.

C. Public Interest Statement

Applicants respectfully submat that the transaction described herein will serve the public
interest. The proposed transaction will provide WilTel access to Level 3’s substantial technical
and management expertise, financial resources and complementary suite of services, which
together are expected to strengthen WilTel’s ability to expand its offerings and provide more
advanced telecommunications services to a broader customer base in Tennessee. Applicants
expect that the proposed acquisition will enable both WilTel and Level 3 to strengthen their
competitive positions 1n Tennessee to the benefit of Tennessee consumers and the State’s

telecommunications marketplace.



Further, the transaction will be conducted in a manner that will be transparent to
customers of WilTel-Comm. The indirect transfer of control of WilTel-Comm will not result in
a change of carrier for customers or any transfer of authorizations. Following consummation of
the proposed transaction, WilTel-Comm will continue to provide high-quality communications
services to its customers without interruption and without immediate change in rates, terms or
conditions.

The public interest will also be served by expeditious consideration and approval of the
transaction no later than December 14, 2005. For various important business and financial
reasons, Applicants require that the transaction be closed as quickly as possible. Applicants
emphasize that the proposed indirect transfer of control will be seamless and completely
transparent to WilTel-Comm’s customers, and in no event will it result in the discontinuance,
reduction, loss, or impairment of service to customers. Accordingly, Applicants request that the
Authority commence its examimnation of the proposed transaction as soon as possible and

complete its review no later than December 14, 2005.



IV.  CONCLUSION

For the reasons stated above, Applicants respectfully submit that the public interest,

convenience, and necessity would be furthered by a grant of this Application for the indirect

transfer of control of Wi1lTel Communications, LLC from WilTel Communications Group, LLC

to Level 3 Communications, LLC. Applicants respectfully request expedited treatment to permit

Applicants to complete the transaction no later than December 31, 2005.

Victoria Mandell

Level 3 Communications, LLC

1025 Eldorado Boulevard

Broomfield, CO 80021

Tel:  (720) 888-2439

Fax: (720) 888-5134

Email: Victoria. Mandell@Level3.com

Adam Kupetsky

Director of Regulatory and
Regulatory Counsel

WilTel Communications, LLC

One Technology Center TC 15

Tulsa, OK 74103

Tel:  (918) 547-2764

Fax: (918) 547-2360

Email: adam.kupetsky@wiltel.com

Respectfully submitted,

Charles B. Welch, Jr.

Farris Mathews Branan Bobang
Dunlap PLC

618 Church Street, Suite 300

Nashville, TN 37219

Tel-  (615) 726-1200

Fax. (615)726-1776

Email: cwelch@farnsmathews.com

; f/a/uw%jf

Tamar E. Finn, Esq.

Brett P. Ferenchak, Esq.

SWIDLER BERLIN LLP

3000 K Street, NW, Suite 300

Washington, DC 20007-5116

Tel:  (202) 424-7500

Fax: (202) 424-7647

Email: TEFinn@swidlaw.com
BPFerenchak@swidlaw.com

COUNSEL FOR APPLICANTS



Exhibit A

Exhibit B

Verifications

LIST OF EXHIBITS

Pre- and Post-Transaction Corporate Structure

Level 3 SEC Form 10-Q



EXHIBIT A

Pre- and Post-Transaction Corporate Structure




Level 3 Communications, LLC— WilTel Communications Group, LLC
Pre- and Post-Transaction lllustrative Chart

PRE-TRANSACTION

Level 3
Communications, Inc.

100% Direct

Level 3 Financing, Inc. Leucadia National Corp.

100% Direct 100% Indirect
Stock Purchase .
c Le.avetl' 3 LLC WilTel Communications
ommunications, LLC |f~~-""""""""7""777777] G
' roup, LLC
(Certificated) P

100% Direct

WilTel

Communications, LLC
(Certificated)




Level 3 Communications, LLC — WilTel Communications Group, LLC
Pre- and Post-Transaction lllustrative Chart

POST-TRANSACTION

Level 3
Communications, Inc.

100% Direct

Level 3 Financing, Inc.

100% Direct

Level 3

Communications, LLC
{Certificated)

100% Direct

WilTel Communications
Group, LLC

100% Direct

WilTel

Communications, LLC
(Certificated)




EXHIBIT B

Level 3 SEC Form 10-Q
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FORM 10-Q

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549
(Mark One)

& QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934

For the Quarterly Period Ended June 30, 2005

or

O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period to

Commission file number 0-15658

LEVEL 3 COMMUNICATIONS, INC.

(Exact name of registrant as specified 1n 1ts charter)

Delaware 47-0210602

(State of Incorporation) (IR.S Employer
Identification No )

1025 Eldorado Blvd., Broomfield, CO 80021
(Address of principal executive offices) (Z1p Code)

(720) 888-1000
(Regtstrant’s telephone number,
including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports(s)), and

(2) has been subject to such filing requirements for the past 90 days Yes @ No O

Indicate by check mark whether the registrant 1s an accelerated filer (as defined in Rule 12b-2 of the Exchange Act) Yes B No O

The number of shares outstanding of each class of the 1ssuer’s common stock, as of August 1, 2005

Common Stock. 698,376,902 shares

http://sec.frecedgar.com/EFX_dIVEDGARpro dll?FetchFilingHTML1?SessionID=c%5F TbIx 1DddiydId...

11/1/2005
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES

L]
-
>

Part I - Financial Information

Item I Unaudited Financial Statements:
Consolidated Statements of Operations
Consolidated Balance Sheets
Consolidated Statements of Cash Flows
Consolidated Statement of Changes in Stockholders’ Deficit
Consolidated Statements of Comprehensive Loss
Notes to Consolidated Financial Statements
Item 2 Management’s Discussion and Analysis of Financial Condition and Results of Operations
Item 3. Quantitative and Qualitative Disclosures about Market Risk
Item 4 Controls and Procedures
Part IT - Other Information
Item I Legal Proceedings
Item 4 Submission of Matters to a Vote of Security Holders
Item 6 Exhibits

Signatures

Certifications

http //sec freeedgar.com/EFX_dI/EDGARpro.dil?FetchFilingHTML1?SessionID=c%5FTbix1Dddiydld .. = 11/1/200¢
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' 3 LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
' ' Consolidated Statements of Operations
(unaudited)
Three Months Ended . Six Months Ended
June 30, June 30,

(dollars in millions, except per share data) 2005 2004 2005 2004
Revenue

Communications $ 371§ 391 § 881 § 780

Information Services 520 503 1,003 997

Coal Mining 19 24 36 40

Total revenue 910 918 1,920 1,817

Costs and Expenses (exclusive of depreciation and amortization
shown separately below)

Cost of revenue

Communications 110 119 226 200
Information Services 469 455 911 904
Coal Mining 9 17 22 30
Total cost of revenue 588 591 1,159 1,134
Depreciation and amortization 166 177 337 356
Selling, general and admimstrative 217 243 443 478
Restructuring and impairment charges 4 — 19 2
Total costs and expenses 975 1,011 1,958 1,970
Operating Loss (65) 93) (38) (153)
Other Income (Expense)-
Interest income 10 3 14 6
Interest expense (139) (118) (253) (245)
Other, net 9 146 15 184
Total other income (expense) (120) 31 (224) (55)
Loss Before Income Tax (185) (62) (262) (208)
Income Tax Expense 3) (1) 3) 2)
Net Loss 3 (188) § 63) $ (265) $ (210)

Loss per Share of Level 3 Common Stock:
Basic and Diluted 8 027 § 009) $ (038 $ (0 31)

See accompanying notes to consohidated financial statements

2

http://sec.freeedgar.com/EFX_dll/EDGARpro.dll?FetchFlhngHTML1?SessmnID=c%5FTbe1Dddlydld... 11/1/2005
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* 3 LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Consolidated Balance Sheets

(unaudited)
June 30, December 31,

(dollars in_milhons) 2005 2004
Assets
Current Assets:

Cash and cash equivalents $ 448 % 443

Marketable securities 329 225

Restricted cash and securnities 27 48

Recervables, less allowances of $22 and $23, respectively 544 545

Other 132 141
Total Current Assets 1,480 1,402
Property, Plant and Equipment, net 5,158 5,408
Marketable Securtties 506 114
Restricted Cash and Securities 70 67
Goodwill and Intangibles, net 421 457
Other Assets, net 98 96
Total Assets $ 7,733 § 7,544

See accompanying notes to consolidated financial statements.

3
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1 3 LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
' * Consolidated Balance Sheets
(continued)
(unaudited)
June 30, December 31,
(dollars in_millions, except per share data) 2005 2004
Liabilities and Stockholders’ Deficit
Current Liabilities.
Accounts payable $ 578 & 614
Current portion of long-term debt ] 144
Accrued payroll and employee benefits 57 82
Accrued mnterest 107 73
Deferred revenue 182 255
Other . 115 134
Total Current Liabihities 1,040 1,302
Long-Term Debt, less current portion 5,945 5,067
Deferred Revenue 731 840
Other Liabilities 461 492

Commutments and Contingencies

Stockholders’ Deficit
Preferred stock, $ 01 par value, authorized 10,000,000 shares: no shares outstanding — —
Common stock-

Common stock, $ 01 par value, authorized 1,500,000,000 shares 696,734,487 outstanding m 2005
and 686,496,721 outstanding n 2004 7 7
Class R, $ 01 par value, no shares authorized in 2005, authorized 8,500,000 shares no shares
outstanding 1 2004

Additional paid-mn capital 7,412 7,371

Accumulated other comprehensive income (loss) . 44) 19

Accumulated deficit (7,819) (1,554)
Total Stockholders’ Deficit (444) (157
Total Liabilities and Stockholders’ Deficit $ 7,733 % 7,544

See accompanying notes to consolidated financial statements

4
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' v LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
’ g Consolidated Statements of Cash Flows
(unaudited)
Six Months Ended
June 30,
(dollars in millions) 2005 2004
Cash Flows from Operating Activities:
Net Loss $ (265) § (210)
Adjustments to reconcile net loss to net cash used in operating activities
Depreciation and amortization 337 356
Loss on impairments 4 —
Gan on debt extinguishments, net (147)
Gamn on sale of property, plant and equipment, and other assets 2) (34)
Non-cash compensation expense attributable to stock awards 21 19
Deferred revenue ) (169) (15)
Amortization of debt 1ssuance costs 8 8
Accreted mnterest on long-term discount debt 23 37
Accrued mterest on long-term debt 35 (13)
Change 1n working capital 1tems net of amounts acquired
Receivables (14) 75
Other current assets 11 22
Payables (25) (84)
Other hiabilities (26) (43)
Other (15) 8)
Net Cash Used in Operating Activities 77 37
Cash Flows from Investing Activities- :
Purchases of marketable securities (648) (410)
Proceeds from sales and matunities of marketable securnties 150 41
Decrease 1n restricted cash and secunties, net 1 21
Capital expenditures (149) (118)
Release of capital expenditure accruals 3 6
Investments and acquisitions (10) (25)
Proceeds from sale of property, plant and equipment, and other assets 4 16
Net Cash Used 1n Investing Activities $ (649) $ (469)

See accompanying notes to consolidated financial statements.

5
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R N LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
' ' Consolidated Statements of Cash Flows
(continued)
(unaudited)
Six Months Ended
June 30,
2005 2004
Cash Flows from Financing Activities:
Long-term debt borrowings, net of 1ssuance costs $ 877 § —
Payments on long-term debt, including current portion (net of restricted cash) (130) (76)
Net Cash Provided by (Used 1n) Fiancing Activities 747 (76)
Effect of Exchange Rates on Cash and Cash Equivalents (16) —
Net Change in Cash and Cash Equivalents 5 (582)
Cash and Cash Equivalents at Beginning of Period 443 1,129
Cash and Cash Equivalents at End of Period 5 448 § 547
Supplemental Disclosure of Cash Flow Information
Cash mterest paid $ 187 § 214
Non Cash Financing and Investing Activities.
Use of restricted securities to repay long-term debt $ 13§ —

See accompanying notes to consolidated financial statements.

6
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' 3 LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Consolidated Statement of Changes in Stockholders’ Deficit
For the six months ended June 30, 2005

(unaudited)
Accumulated
Additional Other
Common Paid-in Comprehensive Accumulated

(dollars in millions) Stock Capital Income (Loss) Deficit Total
Balances at December 31, 2004 $ 7 3 7,371  § 19 § (7,554) $ (157
Common Stock

Stock plan grants — 15 — — 15

Shareworks plan — 17 — — 17

401(k) plan — 9 — — 9
Net Loss — — — (265) (265)
Other Comprehens;ve Loss — — (63) — (63)
Balances at June 30, 2005 $ 7 3 7,412 % 44 $ (7,819 § (444)

See accompanying notes to consolidated financial statements

7
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L 2 LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
' Consolidated Statements of Comprehensive Loss
(unaudited)
Three Months Ended Six Months Ended
June 30, June 30,

(dollars in millions) 2005 2004 2005 2004
Net Loss $ (188) S 63) $ (265) § (210)
Other Comprehensive Income (Loss) Before Tax.

Foreign currency translation gains (losses) (35) 1 (64) @)

Unreahzed holding losses and other ansing during period m 2) ) 2)

Reclassification adjustment for (gamns) losses included in net

mcome (loss) 2) 4 2 a7n

Other Comprehensive Income (Loss), Before Tax (38) ' 3 (63) (26)

Income Tax Benefit Related to Items of Other Comprehensive
Income (Loss) — — — —

Other Comprehensive Income (Loss) Net of Taxes (38) 3 (63) (26)

Comprehensive Loss $ (226) § 60) $ (328) §$ (236)

See accompanying notes to consolidated financial statements

8
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LEVEL 3 COMMUNICATIONS INC (Form: 10-Q, Received: 08/09/2005 14:14:14) Page 10 ot 54

. g LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements
1. Summary of Significant Accounting Policies

The consolidated financial statements include the accounts of Level 3 Communications, Inc and subsidianes (the “Company” or “Level 3”) in
which 1t has control, which are engaged in enterpnises primarily related to communications, information services, and coal muning Fifty-
percent-owned muining joint ventures are consolidated on a pro rata basis Investments 1n other companies 1n which the Company exercises
sigmficant nfluence over operating and financial policies or has significant equity ownership are accounted for by the equity method All
significant intercompany accounts and transactions have been eliminated

The consolidated balance sheet of Level 3 Communications, Inc and subsidiaries at December 3 1, 2004 has been taken from the Company’s
audited balance sheet as of that date. All other financial statements contained herem are unaudited and, n the opinion of management, contain
all adjustments (consisting only of normal recurring accruals) necessary for a fair presentation of financial position, results of operations and
cash flows for the periods presented The Company’s accounting policies and certamn other disclosures are set forth 1n the notes to the
consolidated financial statements contained in the Company’s Annual Report on Form 10-K, for the year ended December 31, 2004, These
financial statements should be read in conjunction with the Company’s audited consolidated financial statements and notes thereto The
preparation of the consohidated financial statements i conformuty with accounting principles generally accepted m the United States requires
management to make estimates and assumptions that affect the reported amount of assets and liabilities, disclosure of contingent assets and
liabilities and the reported amount of revenue and expenses during the reported period Actual results could differ from these estimates.

The results of operations for the three and s1x months ended June 30, 2005 are not necessarly indicative of the results expected for the full
year.

Termination revenue 1s recognized when a customer disconnects service prior to the end of the contract period, for which Level 3 had
previously received consideration and for which revenue recognition was deferred. Termination revenue 1s also recognized when customers
make termunation penalty payments to Level 3 to settle contractually commutted purchase amounts that the customer no longer expects to meet
or when a customer and Level 3 renegotiate a contract under which Level 3 1s no longer obligated to provide product or services for
consideration previously received and for which revenue recognition has been deferred Termination revenue 1s reported in the same manner as
the oniginal product or service provided, and amounted to $2 mullion and $131 mullion during the three and six months ended June 30, 2005,
respectively, and $2 milhon and $13 million during the three and six months ended June 30, 2004, respectively (See Note 4)

Emerging Issues Task Force (“EITF”) Issue No 04-6, “Accounting for Strippmg Costs Incurred during Production 1n the Miming

Industry” (“EITF 04-6”) establishes appropriate accounting for stripping costs mcurred during the production phase and 1s effective for the first
reporting period 1n fiscal years beginning after December 15, 2005, with early adoption permitted  EITF No 04-6 concludes that stripping
costs mcurred during the production phase of a mine are vanable production costs that should be included m the costs of the 1nventory
produced during the period that the stripping costs are incurred. EITF No. 04-6 further defines mventory produced as rmuneral that has been
extracted As a result, stripping costs related to exposed, but not extracted mineral will be expensed as incurred rather than deferred until the
muneral 15 extracted The Company’s coal mining business currently defers stripping costs and amortizes these costs over the pertod 1 which
the underlying coal 1s mined The Company expects to adopt EITF 04-6 beginning January 1, 2006 and the adoption 1s not expected to have a
sigmficant impact on the Company’s financial position or results of operations

In March 2005, the FASB 1ssued FASB Interpretation No 47 “Accounting for Conditional Asset Retirement Obligations”, (“FIN 47"} FIN 47
provides additional clanfication as to when companies should recognize asset retirement obligations pursuant to SFAS No 143, “Accounting
for Asset Retirement Oblhigations.” The Company expects to adopt FIN 47 effective January 1, 2006. The adoption of FIN 47 1s not expected
to have a material effect on the Company’s results of operations or financial position as Level 3
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recogmzed the discounted value of its conditional asset retirement obligations when 1t adopted FASB No. 143 at the beginning of 2003

The FASB 1ssued SFAS No 153, “Exchanges of Non-Monetary Assets,” which 1s effective for Level 3 starting January 1, 2006 (“SFAS

No 153”) In the past, the Company was required to measure the value of assets exchanged 1n non-monetary transactions by using the net book
value of the asset relinquished. Under SFAS No 153, the Company will measure assets exchanged at fair value, as long as the transaction has
commercial substance and the fair value of the assets exchanged 1s determunable within reasonable limits A non-monetary exchange has
commercial substance 1f the future cash flows of the entity are expected to change significantly as a result of the exchange The adoption of
SFAS No 153 1s not anticipated to have a matenal effect on the Company’s financial position or results of operations as Level 3 1s a party only
to a limited number of non-monetary transactions and those transactions have not been material

In December 2004, the FASB 1ssued SFAS No 123R, “Share Based Payment” (“SFAS No 123R”) SFAS No 123R requires that
compensation cost relating to share-based payment transactions be recognized mn the financial statements based on the fair value of equity or
habihity instruments 1ssued. The U S Securities and Exchange Commussion extended the effective date of SFAS No 123R such that the
Company 1s first required to adopt SFAS No 123R beginning January 1, 2006 although the Company 1s permutted to adopt SFAS No 123R in
periods prior to this effective date The Company expects to adopt SFAS No. 123R beginning January 1, 2006 and the adoption 1s not expected
to have a sigmficant impact on the Company’s financial position or results of operations as the Company adopted the expense recognition
provisions of SFAS No 123, “Accounting for Stock-Based Compensation” 1 1998

Where appropriate, items within the consohdated financial statements have been reclassified from the previous periods to conform to current
period presentation.

2. Acquisitions

On October 1, 2004, the Company acquired the wholesale dial internet access business of Sprint Communications Company, L P. (“Sprint™)
Level 3 paid $34 mullion 1n cash to acquire the busimess, which provides dial-up Internet access to leading Internet service providers throughout
the United States and agreed to provide discounted services to Sprmnt that were valued at $5 milhon, which was accounted for as part of the
purchase price. Level 3 and Sprint entered 1nto a transition services agreement for the migration of customers onto the Level 3 network, which
Level 3 expects to complete in the third quarter of 2005. During the mugration period, until such time as a customer contract 1s assumed or
assigned, amounts received for services provided by Sprint are accounted for as a reduction mn purchase price as opposed to revenue The net
amount recetved prior to the assumption or assignment of these contracts totaled $5 mullion through June 30, 2005 and therefore reduced the
purchase price to $29 mulhon The net amount recerved prior to the assumption or assignment of these contracts was less than $1 mullion for
the three and six month periods in 2005 At June 30, 2005, all customer contracts, with the exception of one minor contract, had been assigned
to Level 3 or Level 3 had entered mto new contractual arrangements with the customers acquired from Sprint  The results of operations
attributable to the Sprint assets acquired and liabilities assumed are mcluded 1n the consolidated financial statements from the date of
assumption or assignment of contracts.

On Apnil 1, 2004, the Company acquired the wholesale dial-up internet access customer contracts of ICG Communications, Inc (“ICG”) The
Company agreed to pay approximately $35 mullion 1n cash to acquire the contracts and related equipment, which provide dial-up Internet
access to various large customers and other leading ISPs The purchase price was subject to post-closing adjustments, but those adjustments
were not material. Level 3 migrated the traffic from the customer contracts acquired from ICG onto 1ts own network infrastructure and the
mugration was substantially complete by the end of 2004 The results of operations attributable to the ICG assets acquired and habilities
assumed are included n the consolidated financial statements from the date of acquisition.
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Thg following is unaudited pro-forma financial information of the Company assuming the Sprint and ICG transactions occurred at the
begmnning of the penod presented :

Pro-Forma
Three Months Six Months
Ended Ended
(dollars in millions, except per share data) June 30, 2004 June 30, 2004
Revenue $ 927 § 1,852
Net Loss (59) 201)
Net Loss per Share $ (009) § (0.30)

3. Restructuring and Impairment Charges

Dunng the three and six month periods ended June 30, 2004, the information services business recognized less than $1 million and
approximately $2 mullion, respectively, of restructuring charges related to the ongoing integration and restructuring of Software Spectrum
announced 1 2003 As of December 31, 2004, the Company had completed the workforce reductions and paid the remaining severance and
employee related obligations associated with the actions announced n 2003 and 2004

In the first quarter of 2005, the Company mitiated a workforce reduction of approximately 470 employees 1n 1ts North American and European
communications business As a result of the reduction, Level 3 incurred severance and related charges of approximately $15 million 1n the first
quarter of 2005. As of June 30, 2005, the Company had remaining obligations of less than $1 million associated with the workforce reduction

A summary of the restructuring charges and related activity follows

Severance and Related Facilities Related
Number of
Employees Amount Amount
(in millions) (in millions)

Balance December 31, 2003 109 §$ 7 8 12
2004 Charges 80 1 15
2004 Payments (189) (8 ®
Balance December 31, 2004 — — 3 19
2005 Charges 472 15 —
2005 Payments (472) (15) 3)
Balance June 30, 2005 — 5 — 3§ 16

Non-cash impairment charges were $4 mullion for the second quarter of 2005 and resulted from the decision to termnate projects for certamn
Softswitch related products in the communications business The costs ncurred for these projects, mcluding capitalized operating expenses,
were impaired as the carrying value of these projects exceeded their estimated fair value.

Level 3 continues to periodically conduct comprehensive reviews of the long-lived assets of its businesses, specifically communications assets
deployed along 1ts intercity network and 1n 1ts gateway
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fagilities. Iths possible that assets may be identified as impaired and additional impairment charges may be recorded to reflect the realizable
value of these assets 1n future penods

4. Termination Revenue

On February 22, 2005, France Telecom Long Distance USA, LLC (“France Telecom™) and Level 3 finalized an agreement to te‘rrmnate a dark
fiber agreement signed 1n 2000 Under the terms of the agreement France Telecom returned the fiber to Level 3 Under the original IRU
agreement, the cash recerved by Level 3 was deferred and amortized to revenue over the 20-year term of the agreement As a result of this
transaction, Level 3 recognized the unamortized deferred revenue of approximately $40 mullion of unamortized deferred revenue as non-cash

termination revenue 1n the first quarter of 2005

On March 1, 2005, Level 3 entered into an agreement with 360networks (USA), Inc (“360networks™) in which both parties agreed to terminate
a 20-year IRU agreement Under the new agreement 360networks returned the dark fiber originally provided by Level 3 Under the original
IRU agreement, signed mn 2000, the cash received by Level 3 was deferred and amortized to revenue over the 20-year term of the agreement
As a result of this transaction, Level 3 recognized the unamortized deferred revenue of approximately $86 mullion as non-cash termination

revenue 1n the first quarter of 2005 ’

5. Loss Per Share

The Company had a loss from continuing operations for the three and six months ended June 30, 2005 and 2004. Therefore, the dilutive effect
of the approximately 417 million and 83 mllion shares 1ssuable pursuant to the convertible debt securities at June 30, 2005 and 2004,
respectively, have not been included mn the computation of diluted loss per share because their inclusion would have been anti-dilutive to the
computation In addition, the dilutive effect of the approximately 59 mullion and 50 rmullion options and warrants outstanding at June 30, 2005
and 2004, respectively, have not been included 1n the computation of diluted loss per share because their inclusion would have been anti-

dilutive to the computation

The following details the loss per share calculations for the Level 3 common stock

Three Months Ended Six Months Ended
June 30, June 30,

(dollars in millions, except per share data) 2005 2004 2005 2004
Net Loss $ (188) § 63) $ (265) $ (210)
Total Number of Weighted Average Shares Outstanding used to

Compute Basic and Dilutive Loss Per Share (1n thousands) 695,533 682,629 692,888 681,302
Loss Per Share of Level 3 Common Stock:

Basic and Diluted $ 027 § 009 $ (038) § (031
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6. .Receivables
Receivables at June 30, 2005 and December 31, 2004 were as follows (dollars 1n millions)

Information

Communications Services Coal Total
June 30, 2005
Accounts Receivable — Trade-
Services and Software Sales $ 171§ 386 $ 9 § 566
Allowance for Doubtful Accounts (16) (6) — (22)
$ 155 § 380 § 9 3 544
December 31, 2004
Accounts Receivable — Trade:
Services and Software Sales $ 138 § 418 § 12§ 568
Allowance for Doubtful Accounts a7 (6) — (23)
$ 121  § 412 § 12§ 545

The Company recognmzed bad debt expense 1n selling, general and administrative expenses of less than $1 mullion and $1 nullion for the three
and si1x month peniods ended June 30, 2005, respectively and $2 mullion and $4 mullion for the three and six month periods ended June 30,
2004, respectively. Level 3 recerved proceeds for amounts previously deemed uncollectible of less than $1 million and $1 milhion for the three
and s1x months ended June 30, 2005 and less than $1 mullion and $1 mullion for the three and s1x months ended June 30, 2004, respectively
The Company decreased accounts receivable and allowance for doubtful accounts by approximately $2 nullion and $6 mullion for the six
months ended June 30, 2005 and 2004, respectively, for previously reserved amounts the Company deemed as uncollectible

7. Property, Plant and Equipment, net

Costs associated directly with expansions and improvements to the network and customer nstallations, including employee related costs, have
been capitalized The Company generally capitalizes costs associated with network construction, provisioning of services and software
development Capitalized labor and related costs associated with employees and contract labor working on capital projects were approximately
$11 mulhion and $23 mullion for the three and six months ended June 30, 2005, respectively. Included in capitalized labor and related costs was
less than $1 mullion and $1 million of capitalized non-cash compensation costs related to options and warrants for the three and six months
ended June 30, 2005 Capitalized labor and related costs associated with employees and contract labor working on capital projects were
approximately $17 milhion and $34 mullion for the three and six months ended June 30, 2004, respectively Included in capitahized labor and
related costs was less than $1 mullion and $1 mullion of capitahzed non-cash compensation costs related to options and warrants for the three
and s1x months ended June 30, 2004, respectively.

The Company continues to develop business support systems required for its business. The external direct costs of software, matenals and
services, payroll and payroll related expenses for employees directly associated with the project, and interest costs incurred when developing
the business support systems are capitalized and included 1n the capitalized costs above Upon completion of a project, the total cost of the
business support system 1s amortized over a useful life of three years.

Depreciation expense was $149 million and $302 million for the three and six months ended June 30, 2005, respectively Depreciation expense
was $159 mullion and $323 mullion for the three and six months ended June 30, 2004, respectively
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8., Goodwill and Intangibles, net

Goodwill and Intangibles, net at June 30, 2005 and December 31, 2004 were as follows (dollars m millions)

Goodwill Intangibles

June 30, 2005
360networks 5 — $ 4
Spnnt — 23
ICG — 14
Telverse — 19
Genuty — 42
McLeod 41 —
Software Spectrum (including Corpsoft) 196 52
XCOM 30 —

3 267 § 154
December 31, 2004
Sprint 5 ) 28
ICG — 23
Telverse — 23
Genuity — 55
McLeod 41 —
Software Spectrum (including Corpsoft) 202 55
XCOM 30 —

$ 273 § 184

In the first quarter of 2005, Level 3 purchased a customer contract from 360networks for cash and future services valued at $4 million The
total purchase price was recorded as an intangible asset and will be amortized over the remaming four year term of the customer contract

During the first quarter of 2005, the Company determined that $6 mllion of income tax obligations recorded 1n the oniginal purchase price
allocation for the 2002 acquisitions of CorpSoft, Inc and Software Spectrum, Inc were no longer required As a result, the Company reduced
the goodwill attnibutable to the acquisitions by $6 million m 2005.

Goodwill has been or will be assessed at least annually for impairment in accordance with SFAS No 142, beginning with the first anmiversary
of the acquisition and December 31 of each year thereafter As of June 30, 2005, the Company has not recorded impairment expenses for the
goodwill or mtangible assets 1dentified 1n the previous table.

Intangible asset amortization expense was $17 mullion and $35 mullion for the three and six months ended June 30, 2005, respectively
Intangible asset amortization expense was $18 mullion and $33 mullion for the three and six months ended June 30, 2004, respectively

The amortization expense related to mtangible assets currently recorded on the Company’s books for each of the five succeeding years 1s

estimated to be the following for the years ended December 31° 2005-$69 mullion, 2006-$55 mulhion; 2007-$26 million, 2008-$12 million and
2009-$8 mullion

9. Long-Term Debt
At June 30, 2005 and December 31, 2004, long-term debt was as follows:
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* ' June 30, December 31,
(do‘llars in mlillons) 2005 2004
Senior Secured Term Loan (10 34% due 2011) 5 730§ 730
Senior Notes (9 125% due 2008) 954 954
Semor Notes (11 0% due 2008) 132 132
Senior Discount Notes (10.5% due 2008) 144 144
Senior Euro Notes (10.75% due 2008) 60 68
Convertible Senior Notes (2 875% due 2010) 374 374
Senior Discount Notes (12.875% due 2010) 487 475
Senior Euro Notes (11 25% due 2010) 125 142
Senior Notes (11 25% due 2010) 96 96
Senior Notes (10 75% due 2011) 500 500
Convertible Senior Notes (10 0% due 2011) 880 —
Convertible Senior Notes (5 25% due 2011) 345 345
Convertible Senior Discount Notes (9 0% due 2013) 241 230
Convertible Subordinated Notes (6 0% due 2009) 362 362
Convertible Subordinated Notes (6 0% due 2010) 514 514
Commercial Mortgage

GMAC (due 2005) — 117
Capital leases assumed 1in Genuity transaction — 24
Other 2 4

5,946 5,211
Less current portion () (144)
$ 5945 § 5,067

On April 4, 2005, Level 3 completed the offering of $880 million of 10% Convertible Senior Notes due 2011 to institutional investors Interest
on the notes will be payable semi-annually beginning on November 1, 2005. The notes will be convertible by holders at any time after
January 1, 2007 (or sooner if certain corporate events occur) mto shares of Level 3 common stock at a conversion price of $3 60 per share

(subject to adjustment in certain events) This is equivalent to a conversion rate of approximately 277 77 shares per $1,000 principal amount of

notes.

The net proceeds from this offering were approximately $877 mulhion after giving effect to offening expenses. Level 3 intends to use the net

proceeds from this offering for general corporate purposes, including possible acquisitions, working capatal, capital expenditures, debt
refinancing and debt repurchases

On June 30, 2005, the GMAC Commercial Mortgage matured and the Company repaid the outstanding balance of $116 mullion with $103
nullion n cash and $13 mullion m restricted securties

The debt mstruments above contain certain financial and non-financial covenants with which the Company believes 1t 1s in full comphance as
of June 30, 2005.

10. Stock-Based Awards

The Company recognized in the consolidated statement of operations a total of $10 million and $21 mullion of non-cash compensation for the
three and six months ended June 30, 2005, respectively In addition, the Company capitalized less than $1 mullion and $1 nulhon of non-cash
compensation for those employees and contractors directly involved in the construction of the network, mnstallation of customers or
development of the business support systems for the three and six months ended June 30, 2005, respectively

The Company recognized on the consolidated statement of operations a total of $10 million and $19 mullion of non-cash compensation for the

three and six months ended June 30, 2004, respectively In addition, the Company capitahzed less than $1 mullion and $1 million of non-cash
compensation for those
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employees gnd contractors directly involved 1n the construction of the network, installation of customers or development of the business
support systems for the three and six months ended June 30, 2004, respectively

The following table summanzes non-cash compensation expense and capitalized non-cash compensation for the three and six months ended
June 30, 2005 and 2004

Three Months Ended June 30, Six Months Ended June 30,
(dollars in millions) 2005 2004 2005 2004
Warrants — 3 — 3 — 3 —
0OSO 4 3 9 7
C-0S0O —_ — —_ 1
Restricted Stock and Units 5 1 6 2
Shareworks Match Plan ?3) 1 @) 2
401(k) Match Expense 4 5 8 9
Shareworks Grant Plan and Profit Sharing — — 1 (1)
10 10 22 20
Capitalized Non-cash Compensation — — (1) ¢))
$ 10 § 10 § 21 § 19

Warrants

At June 30, 2005, there were approximately 15.1 million warrants outstanding ranging 1n exercise prices from $4 00 to $60 06 All of the
warrants were exercisable at June 30, 2005, with a weighted average exercise price of $8 21 per warrant

Outperform Stock Option Plan

The fair value under SFAS No. 123 for the approximately 2 1 mullion Outperform Stock Options (“OSOs”) awarded to participants during the
s1x months ended June 30, 2005 was approximately $8 mullion using a modified Black-Scholes valuation model with a S&P 500 volatility rate
of 13% over the term, a Level 3 common stock volatility rate of 55%, an expected correlation factor of 30% and a S&P 500 dividend yield of
1.99%, which resulted 1n a decrease mn the theoretical value per option to 116% of the stock price on the date of grant, from 120% 1n 2004 As
of June 30, 2005, the Company had not reflected $8 mullion of unamortized compensation expense 1n 1ts financial statements for previously
granted OSOs

As part of a comprehensive review of 1ts long-term compensation program, the Company temporarily suspended awards of OSOs 1n
Apnl 2005 During the second quarter of 2005, the Company granted participants of the plan restricted stock units

Restricted Stock and Units

During the six months of 2005, approximately 15 9 mullion shares of restricted stock or restricted stock units were granted to employees and
independent members of the Board of Directors The restricted stock umts and shares were granted to employees at no cost The mstruments
vest over one to four year periods The fair value of restricted units and stock granted in 2005 was $32 mullion as calculated using the value of
the Level 3 common stock the day prior to the grant and 1s being amortized over the vesting periods of the options 1n accordance with FIN 28,
“Accounting for Stock Appreciation Rights and Other Vanable Stock Option or Award Plans.” As of June 30, 2005, the Company had not
reflected $27 mulhion of unamortized compensation expense 1n 1ts financial statements for restricted stock instruments previously granted

Beginning 1n the third quarter, the Company intends to utilize both restricted stock units and OSOs as part of its long-term compensation
program The Company 1s expected to make annual grants of restricted
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stogk unuts titat vest ratably over four years In addition, the Company will continue to make quarterly OSO grants to employees The OSOs
are expected to have simular terms as those OSOs granted 1n the first quarter of 2005.

401(k) Plan

The Company and 1ts subsidiaries offer their qualified employees the opportunity to participate mn a defined contribution retirement plan
qualifying under the provisions of Section 401(k) of the Internal Revenue Code. Each employee 1s ehgible to contribute, on a tax deferred
basis, a portion of annual earnings not to exceed $14,000 1n 2005 The Company matches 100% of employee contributions up to 7% of eligible
earnings or apphcable regulatory lmits. Employees of Software Spectrum are eligible to receive matching contributions of § 50 for every
dollar contributed up to 6% of ehigible earnings. The Company’s matching contribution 1s made with Level 3 common stock based on the
closing stock price on each pay date Employees are able to diversify the Company’s matching contribution as soon as 1t 1s made, even 1f they
are not fully vested The Company’s matching contributions will be fully vested upon completion of three years of service The Company
made matching contributions of $4 mullion and $8 mulhion for the three and six months ended June 30, 2005, respectively, and $5 mullion and
$9 million for the three and six months ended June 30, 2004, respectively, which were recorded as selling, general and administrative expenses

The Company made a discretionary contribution to the 401(k) Plan 1n Level 3 common stock as of December 31, 2004, equal to two percent of
ehgible employees’ 2004 eligible earmings The deposit was made into the employees’ 401(k) accounts during the first quarter of 2005

11. Industry and Segment Data

SFAS No 131 “Disclosures about Segments of an Enterprise and Related Information” defines operating segments as components of an
enterprise for which separate financial information 1s available and which 1s evaluated regularly by the Company’s chief operating decision
maker, or decision making group, n deciding how to allocate resources and assess performance Operating segments are managed separately
and represent separate busmess umts that offer different products and serve different markets The Company’s reportable segments include
communications, information services; and coal mmming Other primarily includes other corporate assets and overhead not attmbutable to a
specific segment The geographic region Other primanly includes the Asia-Pacific region

Adjusted OIBDA, as defined by the Company, consists of mcome (loss) from operations before (1) depreciation and amortization expense,

(2) stock-based compensation expense mcluded within selling, general and administrative expenses on the consolidated statements of
operations and (3) any non-cash impairment costs included within restructuring and impairment expenses all as reported on the consolidated
statements of operations. The Company excludes stock-based compensation due to 1ts adoption of the expense recognition provisions of SFAS
No 123. Adjusted OIBDA 1s an important part of the Company’s intemnal reporting and 1s an indicator of profitability and operating
performance used by the chief operating decision maker or decision making group, especially 1n a capital-intensive mdustry such as
telecommunications to evaluate performance and allocate resources. It 1s also a commonly used ndicator i the communications industry to
analyze companies on the basis of operating performance over time. Adjusted OIBDA 1s not intended to represent net income or cash flow for
the periods presented, 1s not calculated consistently with the commonly used metric “EBITDA”, and 1s not recogmzed under Generally
Accepted Accounting Principles (“GAAP”) but 1s used by management to assess segment results and allocate resources

The data presented 1n the following tables includes mformation for the three and six months ended June 30, 2005 and 2004 for all statement of
operations and cash flow information presented, and as of June 30, 2005 and December 31, 2004 for all balance sheet information presented
Information related to acquired businesses 1s included from their respective acquisition dates  Revenue and the related expenses are attributed
to countries based on where services are provided.
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Industry and-geographic segment financial information follows Certain prior year information has been reclassified to conform to the 2005
presentation.

Information Coal
(dollars in millions) Communications Services Mining Other Total
Three Months ended June 30, 2005
Revenue.
North America $ 334§ 320 § 19 §$ — 673
Europe 37 180 — — 217
Other — 20 — _ 20
$ 371 § 520 $ 19 $ — 3§ 910
Adjusted OIBDA
North Amernca $ 83 § 10 § $
Europe 5 4 — —
Other — 1 — —
$ 88 3§ 15 § 7 5 5
Gross Capital Expenditures.
North America $ 75 8 4 3 1 8 — 3 80
Europe 8 — — — 8
Other — — — — —
$ 83 § 4 § 1 — § 88
Depreciation and Amortization.
North America $ 139 § 4 $ 1 3 — 3 144
Europe 22 — — — 22
Other — — — — —
$ 161 § 4 3 1§ — § 166
Six Months ended June 30, 2005
Revenue
North America $ 809 'S 623 $ 36 3 — 3 1,468
Europe 72 346 — — 418
Other — 34 — — 34
3 881 §$ 1,003 § 36 § — 3 1,920
Adjusted OIBDA.
North America $ 286 $ 14 $ 10 $ 3
Europe 3 7 -— —
Other — 1 — —
3 289 § 22§ 10 § 3
Gross Capital Expenditures:
North America $ 126 $ 6 § 1 $§ — 3 133
Europe 16 — — — 16
Other — — — — —
3 142 § 6 § 1 $ — § 149
Depreciation and Amortization
North America $ 283 § 9 8 2 3 — 5 294
Europe 43 — — — 43
Other — — — — —
$ 326 § 9 $ 2 $ — 3 337
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. . Information Coal
(doflars in miltions) Communications Services Mining Other Total

Three Months ended June 30, 2004

Revenue
North Amenca $ 357 § 351§ 24 % — 8§ 732
Europe ’ 34 138 — — 172
Other — 14 — — 14
$ 391 § 503 §$ 24 3 — § 918
Adjusted OIBDA.
North America $ 78 % 7 S $ )
Europe 1 4 — —
Other — — — —
$ 79 % 11 § 5 3% €))
Gross Capttal Expenditures
North America . $ 56 $ 2 3 — 3 — 58
Europe 8 —_ — — 8
Other — — — — —
b 64 § 2 8 — ¥ — § 66
Depreciation and Amortization
North Amernica $ 146 § 7 8 1 5 — 3 154
Europe 23 — — — 23
Other — — — — —
3 169 § 7 3 1 § — 3 177
Six Months ended June 30, 2004
Revenue-
North America $ 711§ 642 § 40 $ — 3 1,393
Europe 69 330 — — 399
Other — 25 — — 25
5 780 § 997 § 40 § — § 1,817
Adjusted OIBDA
North America $ 195 § 17 § $ )
Europe — 5 — —
Other — — — —
b 195 §$ 22 % 7 3 2)
Gross Capital Expenditures
North America $ 103 § 2 3 — 3 — 3 105
Europe 13 — — — 13
Other — — — — —
3 116 § 2 8 — 35 — § 118
Depreciation and Amortization
North America $ 292§ 14 § 2 3 — 3 308
Europe 48 — — — 48
Other — — — — —
) 340 § 14 $ 2§ — § 356

Communications Revenue and Adjusted OIBDA include termmation revenue of $2 mullion and $131 mulhon for the three and si1x months
ended June 30, 2005, respectively, and $2 mullion and $9 million for the three and six months ended June 30, 2004, respectively
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. . Information Coal
(dollars in millions) Communications Services Mining Other Total
Identifiable Assets
June 30, 2005
North America $ 4,866 536 84 1,230 § 6,716
Europe 780 158 — 59 997
Other — 17 — 3 20
$ 5,646 711 84 1,292 § 7,733
December 31, 2004
North America $ 4,909 600 84 785 § 6,378
Europe 906 196 — 42 1,144
Other — 14 — 8 22
$ 5,815 810 84 835 § 7,544
Long-Lived Assets (excluding Goodwill)
June 30, 2005
North America $ 5,058 112 69 — 5,239
Europe 745 1 — — 746
Other — 1 — — 1
$ 5,803 114 69 — $ 5,986
December 31, 2004
North America $ 4,824 119 66 — 3 5,009
Europe 859 1 — — 860
Other — — — — —
$ 5,683 120 66 — 3 5,869
Goodwill
June 30, 2005
North America $ 71 196 — — 3 267
Europe — — — — —
$ 71 196 — — 5 267
December 31, 2004
North Amenica $ 71 202 — - § 273
Europe — — — — —
$ 71 202 — — 3 273
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Commumnications revenue 1s classified into two categories, services revenue and reciprocal compensation The Company further segregates 1ts
communications services into three separate categories with each being 1n a different phase of the product life cycle, incorporating different
marketing and distribution strategies and different contributions to the Company’s profitability. The categories include. 1) growth services
(voice services and IP-VPN services) 2) core services (transport & infrastructure and IP & data products) and 3) mature services (managed
modem and DSL services)

The December 31, 2004 financial statements presented communications services revenue by service types, transport and mfrastructure,
softswitch and IP and data

Services Reciprocal
(dollars in millions) Growth Core Mature Compensation Total
Communications Revenue
Three Months Ended June 30, 2005
North America $ 26 § 152§ 127 $ 29 § 334
Europe 2 35 — — 37
Other — — — — _
$ 28 § 187 $ 127 § 29 § 371
Six Months Ended June 30, 2005
North America $ 52 429 § 271§ 57 $ 809
Europe 3 69 — — 72
Other — — — — —
$ 55 § 498 § 271  § 57 § 881
Three Months Ended June 30, 2004
North America $ 10§ 152§ 169 § 26 $ 357
Europe 1 33 — — 34
Other — — — — —
$ 11 185 §$° 169 § 26 § 391
Six Months Ended June 30, 2004
North Amenica $ 18 $ 310 §$ 334§ 49 3 711
Europe 1 68 — — 69
Other — — — — —
$ 19 § 378 § 334 § 49 3 780

Core includes termination revenue of $1 mllion and $130 mullion for the three and six months ended June 30, 2005, respectively, and $2
mullion and $9 mullion for the three and s1x months ended June 30, 2004, respectively.

The majonty of North American revenue consists of services delivered within the United States The majority of European revenue consists of
services delivered within the United Kingdom, but also includes France and Germany Transoceanic revenue 1s allocated to Europe
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Product mfgtmation for the Company’s information services segment follows

Three Months Ended
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Six Months Ended

June 30, June 30,
2005 2005 2004
Services Revenue
(1) Structure
Outsourcing $ 16 §$ 16 $ 33 8 38
Software Spectrum — — — 1
16 16 33 39
Software Sales Revenue
Software Spectrum 504 487 970 958
3 520 % 503 % 1,003 § 997
The following information provides a reconciliation of Net Income (Loss) to Adjusted OIBDA by operating segment, as defined by the
Company, for the three and six months ended June 30, 2005 and 2004
Information
{dollars in millions) Communications Coal Mining Other
Three Months Ended June 30, 2005
Net Income (Loss) 3 (205) § 8§ 3 5 8 4
Income Tax Expense — 1 1 1
Total Other (Income) Expense 119 1 — —
Operating Income (Loss) (86) 10 6 5
Depreciation and Amortization Expense 161 4 1 —
Non-Cash Compensation Expense 9 I — —
Non-Cash Impairment Charge 4 — — —
Adjusted OIBDA ) 88 § 15 § 7 8 5
Six Months Ended June 30, 2005
Net Income (Loss) $ (284) § 9 $ 7 93 3
Income Tax Expense — 1 1 1
Total Other (Income) Expense 224 1 — (1)
Operating Income (Loss) (60) 11 8 3
Depreciation and Amortization Expense 326 9 2 —
Non-Cash Compensation Expense 19 2 — —
Non-Cash Impairment Charge 4 — — —
Adjusted OIBDA $ 289 § 22 3 10 § 3
22
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. . Information
(d(;Ilars n mfllions) Communications Services Coal Mining Other

Three Months Ended June 30, 2004

Net Income (Loss) $ 66) $ 1 § 4 3 )
Income Tax Expense — 1 —
Total Other (Income) Expense (33) 1 — 1
Operating Income (Loss) (99) 3 4 m
Depreciation and Amortization Expense 169 7 1 —
Non-Cash Compensation Expense 9 1 — —
Adjusted OIBDA $ 79 $ 11 3 5 3 1)
Six Months Ended June 30, 2004

Net Income (Loss) : $ (241) $ 6 93 4 21
Income Tax Expense — 1 1 —
Total Other (Income) Expense 78 — — (23)
Operating Income (Loss) (163) 7 5 2)
Depreciation and Amortization Expense 340 14 2 —
Non-Cash Compensation Expense 18 1 — —
Adjusted OIBDA $ 195 § 2 % 7§ (2)

12. Related Party Transactions

Level 3 recerves certain mine management services from Peter Kiewit Sons’, Inc  The expense for these services was $3 mullion and $4
rullion for the three and six months ended June 30, 2005, respectively, and 1s recorded 1n selling, general and admistrative expenses The
expense for these services was $2 mullion and $3 mullion for the three and six months ended June 30, 2004 As of June 30, 2005, the Company
owed approximately $3 million for the second quarter mine management services.

13. Other Matters

At the Company’s Annual Meeting on May 17, 2005, the Company’s stockholders approved an amendment of the Company’s amended and
restated Certificate of Incorporation to remove the provisions relating to the Class R Convertible Common Stock.

On May 13, 2005, Technology Spectrum, Inc, a wholly owned subsidiary of the Company, filed a registration statement with the Securities
and Exchange Commussion to enable the sale of 1ts common stock to the public 1n an mital public offering Technology Spectrum, Inc. 1s the
principal holding company for Level 3’s information services business. This registration statement has not yet become effective

On November 19, 2002, Gary Haegele commenced a stockholder’s derivative suit on behalf of the Company m the District Court of Colorado
for the City and County of Broomfield entitled Haegele v Scott, et al , (Index No 02-CV-0196) (the “Complaint”) The action 1s brought
against the Company as a nominal defendant and agamst the directors of the Company, a former director of the Company and Peter Kiew1t
Sons’, Inc. (“PKS”) The Complamnt alleges that the director defendants, aided and abetted by PKS, breached their fiduciary duties to the
Company 1n connection with several transactions between the Company and PKS including contracts under which PKS constructed the
Company’s fiber optic cable network and manages the Company’s mine properties The Complaint also alleges that 1n building the fiber optic
cable network, the defendants caused the Company to violate the property nghts of landowners, thereby subjecting the Company to substantial
potential iability In addition, the Complaint alleges that Company assets were transferred to 1ts officers and directors in the form of personal
loans, excessive salaries and the payment of personal expenses The action seeks both equitable and legal relief, mcluding restitution,
compensatory and pumtive damages of an unspecified amount, imposition of a constructive trust, disgorgement and mjunctive relief. The
defendants filed 2 motion to dismss, which was demed by the court in early October 2003 Subsequently, the Board of Directors of the
Company appointed a Special Litigation Commuttee compnised of an independent director with the exclusive power to conduct or cause to be
conducted an impartial and independent investigation of all matters alleged by the Plamntiff and to determine whether the litigation should be
maintained, terminated, or otherwise disposed, mn accordance with 1ts findings as to whether the htigation 1s m the best interests of the
Company On August 2, 2004, the Special Litigation Commuttee delivered 1ts report in which 1t concluded that 1t 1s not 1n the best interests of
erther the Company or 1ts stockholders to pursue any of the clamms the plaintiff asserted in the Complaint The Company has filed a motion to
dismuss the Complaint based on the recommendation of the Special Litigation Commuttee The disposition of this motion 1s currently pending
The Company also filed a second motion to dismiss for lack of subject matter jurisdiction The disposition of this motion 1s currently pending
In July 2005, the parties began to discuss the dismussal of the lawsuit 1n full with each side to the hitigation to bear their own costs and
expenses No compensation in any form will pass directly or indirectly from the Company or any of the defendants to the plantiff or plaintiff's
attorneys The parties are currently documenting this agreement and expect to have 1t submtted to the court shortly

Although 1t remains too early for the Company to reach a conclusion as to the ultimate outcome of these actions, management continues to
believe that there are substantial defenses to the clamms asserted in this action, and intends to defend them vigorously
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In May 2001, Level 3 Communications, Inc., and two of its subsidiaries were named as a defendant in Bauer, et al v Level 3
Copimunicagions, LLC, et al , a purported multi-state class action, filed in the U S. Distnict Court for the Southern District of Illinois In

Apnl 2002, the same plamntiffs filed a second nearly 1dentical purported multi-state class action in state court in Madison County, Illnois In
July 2001, the Company was named as a defendant n Koyle, et al v Level 3 Communications, Inc, et al , a purported multi-state class action
filed in the U S District Court for the District of Idaho In September 2002, Level 3 Communications,
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LLQC was named as a defendant 1n Srmuth et al v Sprint Communications Company, L P, et al , a purported nationwide class action filed i the
United States District Court for the Northern District of Illnois These actions mvolve the Company s right to nstall its fiber optic cable
network 1n easements and nght-of-ways crossing the plamtiffs’ land In general, the Company obtamned the rights to construct 1ts network from
railroads, utihties, and others, and 1s mstalling 1ts network along the nghts-of-way so granted Plantiffs in the purported class actions assert that
they are the owners of lands over which the Company’s fiber optic cable network passes, and that the railroads, utilities, and others who
granted the Company the night to construct and maintain 1ts network did not have the legal ability to do so The complaints seek damages on
theories of trespass, unjust enrichment and slander of title and property, as well as punitive damages The Company has also recerved, and may
n the future receive, claims and demands related to nghts-of-way 1ssues similar to the 1ssues in these cases that may be based on similar or
different legal theonies To date, all adjudicated attempts to have class action status granted on complants filed against the Company or any of
1ts subsidiaries involving claims and demands related to nghts-of-way 1ssues have been denied.

On July 25, 2003, the Smuzh Court entered an Order preluminanly approving a settlement agreement that would have resolved all claims against
the Company ansmg out of the Company’s location of fiber optic cable and related telecommunications facilities that the Company owns
withm railroad nghts-of-way throughout the United States In connection with the Court’s Order preliminanly approving the settlement, the
Court entered an Order enjomning the parties in all pending federal and state railroad rights-of-way class action litigation involving the
Company from further pursuing those pending actions at this time.

In September 2003, a petition for appeal was granted which sought reversal of the Smith Court’s decision to preliminarily approve the
settlement and certify a nationwide class for settlement purposes On October 19, 2004, the Seventh Circuit Court of Appeals 1ssued a 2-1
decision vacating the nationwide certification which was a necessary element of the nationwide settlement The Court also vacated the
mjunction against competing class actions and remanded the case to the district court for further proceedings Level 3 and the other defendants
m Smith filed a Petition for Certiorari with the Unuted States Supreme Court seeking review of the decision of the Seventh Circut Court of
Appeals On June 20, 2005, the United States Supreme Court derued the Petition for Certiorar.

It 1s still too early for the Company to reach a conclusion as to the ultimate outcome of these actions However, management believes that the
Company and its subsidiaries have substantial defenses to the claims asserted 1n all of these actions (and any similar claims which may be
named 1n the future), and intends to defend them vigorously 1f a satisfactory form of settlement 1s not approved

The Company and its subsidiaries are parties to many other legal proceedings. Management believes that any resulting liabilities for these legal
proceedings, beyond amounts reserved, will not materially affect the Company’s financial condition or future results of operations, but could
mpact future cash flows.

On January 20, 2004, the Company sold 1ts remaining shares in Commonwealth Telephone for $41 million 1n cash, resulting 1n a gain of
approximately $23 mmlhion

It 1s customary m Level 3’s industries to use varnous financial instruments m the normal course of business These mstruments mclude 1tems
such as letters of credit Letters of credit are conditional commutments 1ssued on behalf of Level 3 1n accordance with specified terms and
conditions As of June 30, 2005, Level 3 had outstanding letters of credit of approximately $19 mulhion which are collateralized by restricted
cash and secunties

14. Condensed Consolidating Financial Information

In October 2003, Level 3 Financing, Inc , a wholly owned subsidiary of Level 3 Communications, Inc (“Level 3 Financing™), 1ssued

$500 mulhion 10 75% Semior Notes due 2011 These notes are unsecured obligations of Level 3 Financing, however, they are jontly, severally,
fully and unconditionally guaranteed on an unsecured senior basis by Level 3 Communications, Inc. and Level 3 Communications, LLC (a
wholly-owned subsidiary)
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In.¢onjuncipdn with the registration of the 10.75% Senior Notes, the accompanying condensed consolidating financial information has been
prepared and presented pursuant to SEC Regulation S-X Rule 3-10 “Financial statements of guarantors and affiliates whose securities
collateralize an 1ssue registered or bemg registered ” This information 1s not intended to present the financial position, results of operations and
cash flows of the individual companies or groups of companies 1n accordance with generally accepted accounting principles

Condensed Consolidating Statements of Operations for the three and six months ended June 30, 2005 and 2004 follow Level 3
Communications, LLC leases equipment and certain facilities from other wholly owned subsidianes of Level 3 Communications, Inc These
transactions are eliminated 1n the consohidated results of the Company.
Condensed Consolidating Statements of Operations
For the three months ended June 30, 2005

(unaudited)
Level 3 Level 3 Level 3
Communications, Financing, Communications, Other
(dollars in millions) Inc Inc. LLC Subsidiaries Eliminations Total
Revenue $ — § — $ 336 $ 615 § 4ns 910
Costs and Expenses
Cost of Revenue — — 141 485 (38) 588
Depreciation and Amortization — — 108 58 —_ 166
Selling, General and Administrative 2 — 158 60 3) 217
Restructurmg and Impairment
Charges — — 4 — - 4
Total Costs and Expenses 2 — 411 603 (41) 975
Operating Income (Loss) 2 — (75) 12 —_ (65)
Other Income (Loss), net:
Interest Income 6 — 2 2 — 10
Interest Expense (102) (32) M 4) — (139)
Interest Income (Expense)
Affilates, net 201 127 (328) — — —
Equity in Net Earmings (Losses) of
Subsidianes (292) (387) (1) — 680 —
Other Income (Expense) 1 — 7 1 — 9
Other Income (Loss) (186) 292) (321) (1) 680 (120)
Income (Loss) Before Income Taxes (188) (292) (396) 11 680 (185)
Income Tax Expense — — — 3) — 3)
Net Income (Loss) 5 (188) % 292) 8 (396) $ 83 680 $ (188)
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. Condensed Consolidating Statements of Operations
For the six months ended June 30, 2005
(unaudited)
Level 3 Level 3 Level 3
Communications, Financing, Communications, Other
(dollars in millions) Inc. Inc. LLC Subsidiaries Elirninations Total
Revenue $ — $ — 5 813 § 1,187 § (80)$ 1,920
Costs and Expenses-
Cost of Revenue — — 286 946 3) 1,159
Depreciation and Amortization — — 226 111 — 337
Selling, General and Administrative 4 — 319 127 @) 443
Restructuring and Impairment
Charges — — 15 4 — 19
Total Costs and Expenses 4 — . 846 1,188 (80) 1,958
Operatmg Loss ) — (33) m — (38)
Other Income (Loss), net:
Interest Income 6 — 5 3 — 14
Interest Expense (183) 64) €)) ) - (253)
Interest Income (Expense)
Affiliates, net 401 255 (661) 5 — —
Equity in Net Earnings (Losses) of
Subsidiaries (487) (678) ) — 1,167 —
Other Income (Expense) 2 — 9 4 — 15
Other Income (Loss) (261) (487) (650) 7 1,167 (224)
Income (Loss) Before Income Taxes (265) (487) (683) 6 1,167 (262)
Income Tax Expense — — — (3) — (3)
Net Income (Loss) $ (265) § (487) $ (683) 3 38 1,167 $ (265)
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Condensed Consolidating Statements of Operations

For the three months ended June 30, 2004
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(unaudited)
Level 3 Level 3
Communications, Financing, Communications, Other
(dollars in milhons) Inc. Subsidiaries Eliminations Total
Revenue $ — 3 — ¥ 348 § 623 § (53) % 918
Costs and Expenses
Cost of Revenue — — 163 477 49 591
Depreciation and Amortization — — 99 78 — 177
Selling, General and Administrative — — 176 71 4 243
Restructuring Charges — — — — — —
Total Costs and Expenses — — 438 626 (53) 1,011
Operating Loss — — (90) 3) — (93)
Other Income (Loss), net
Interest Income — — 3 — — 3
Interest Expense (103) (14) 1) — — (118)
Interest Income (Expense)
Affihates, net 207 96 (304) 1 — —
Equity 1in Net Earnings (Losses) of
Subsidianes (168) (250) (6) — 424 —
Other Income (Expense) 1 — 149 4) — 146
Other Income (Loss) (63) (168) (159) (3) 424 31
Income (Loss) Before Income Taxes 63) (168) (249) 6) 424 62)
Income Tax Expense — — — (1) — (1)
Net Income (Loss) $ 63)% (168) § (249 § (NS 424 § (63)
27
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. . Condensed Consolidating Statements of Operations
For the six months ended June 30, 2004
(unaudited)
Level 3 Level 3 Level 3
Communications, Financing, Communications, Other
(dollars in mllions) Inc. Inc. LLC Subsidiaries Eliminations Total
Revenue $ — — 35 691 § 1,232 § (106) $ 1,817
Costs and Expenses
Cost of Revenue — — 290 941 C)) 1,134
Depreciation and Amortization — — 191 165 — 356
Selling, General and Administrative 6 — 347 134 ) 478
Restructuring Charges — — — 2 — 2
Total Costs and Expenses 6 — 828 1,242 (106) 1,970
Operating Loss 6) — (137) (10) — (153)
Other Income (Loss), net
Interest Income — — 5 1 — 6
Interest Expense (205) 28) (10) ) — (245)
Interest Income (Expense)
Affiliates, net 427 184 (606) 5) — —
Equity 1n Net Earnings (Losses) of
Subsidianes 427 (583) (10) — 1,020 —
Other Income (Expense) 1 — 152 31 — 184
Other Income (Loss) (204) (427) (469) 25 1,020 (55)
Income (Loss) Before Income Taxes (210) 427 (606) 15 1,020 (208)
Income Tax Expense — — — (2) — 2
Net Income (Loss) $ 2100 $ 427 $ (606) § 13 § 1,020 $ (210)
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Condensed C-onsolldaung Balance Sheets as of June 30, 2005 and December 31, 2004 follow

Condensed Consolidating Balance Sheets

June 30, 2005
(unaudtted)
Level 3 Level 3
Communications, Level 3 Communications, Other

(dollars in_millions) Inc. Financing, Inc. LLC Subsidiaries Elhmimations Total
Assets
Current Assets

Cash and cash equivalents $ 111 $ 12 § 175 $ 150 § — $ 448

Marketable securities 139 — 190 —_— — 329

Restricted cash and securities — 3 16 8 — 27

Accounts receivable, net — — 133 411 — 544

Due from (to) affilates 9,587 4,302 (13,821) (68) — —

Other 20 4 44 64 — 132
Total Current Assets 9,857 4,321 (13,263) 565 — 1,480
Property, Plant and Equipment, net — — 3,060 2,098 — 5,158
Marketable Secunties 506 — — — — 506
Restricted Cash and Securities 16 — — 54 — 70
Intangibles, net and Goodwall — — 113 308 — 421
Investment 1n Subsidianes 6,012) (10,623) m - 16,636 —
Other Assets, net 49 22 14 13 — 98
Total Assets $ 4416 $ (6,280) § (10,077 $ 3,038 § 16,636 $ 7,733
Liabilities and Stockholders’ Equity

(Deficit)
Current Liabilities.

Accounts payable $ — § — 5 141 3 437 $ — 3 578

Current portion of long-term debt — — —_— 1 — 1

Accrued payroll and employee

benefits — — 34 23 — 57

Accrued mterest 90 17 — —_ — 107

Deferred revenue —_ — 134 48 — 182

Other 1 — 53 61 — 115
Total Current Liabilities 91 17 362 570 — 1,040
Long-Term Debt, less current portion 4,715 1,230 — — — 5,945
Deferred Revenue — — 613 118 — 731
Other Liabilities 54 1 194 212 — 461
Stockholders’ Equity (Deficit) (444) (7,528) (11,246) 2,138 16,636 (444)
Total Liabilities and Stockholders’

Equity (Deficit) $ 4416 $ (6,280) § (10,077 $ 3,038 § 16,636 $ 7,733
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Condensed Consolidating Balance Sheets
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December 31, 2004
(unaudited)
Level 3 Level 3
Communications, Level 3 Communications, Other

{dollars in millions) Financing, Inc. LLC Subsidiaries Eliminations Total
Assets
Current Assets.

Cash and cash equivalents $ 38 17 § 245 § 178 § — $ 443

Marketable securities — 225 — — 225

Restricted cash and securities — 6 14 28 —_ 48

Accounts receivable, net —_ — 113 432 — 545

Due from (to) affiliates 9,169 4,100 (13,293) 24 — —

Other 13 4 26 98 — 141
Total Current Assets 9,185 4,127 (12,670) 760 — 1,402
Property, Plant and Equipment, net — — 3,271 2,137 —_ 5,408
Marketable Securities — —_ 114 —_ — 114
Restricted Cash and Securities 16 — — 51 — 67
Intangibles, net and Goodwill — — 136 321 — 457
Investment i Subsidiaries (5,457) (10,190) 1 — 15,646 —
Other Assets, net 43 24 17 12 — 96
Total Assets 5 3,787 § (6,039) § (9,13 § 3,281 § 15,646 $ 7,544
Liabilities and Stockholders’ Equity

(Deficit)
Current Liabilities

Accounts payable $ — 3 — 93 120 $ 494 § — 614

Current portion of long-term debt — — 26 118 — 144

Accrued payroll and employee

benefits — — 53 29 — 82

Accrued mterest 52 17 3 i — 73

Deferred revenue — — 172 83 — 255

Other 1 — 61 72 — 134
Total Current Liabilities 53 17 435 797 — 1,302
Long-Term Debt, less current portion 3,836 1,230 — 1 — 5,067
Deferred Revenue — — 707 133 — 840
Other Liabilities 55 1 198 238 — 492
Stockholders’ Equity (Deficit) (157) (7,287) (10,471) 2,112 15,646 (157)
Total Liabilities and Stockholders’

Equity (Deficit) $ 3,787 § 6,039 § (9,13H) § 3,281 § 15,646 $ 7,544
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Cqridensed Consolidating Statements of Cash Flows for the six months ended June 30, 2005 and 2004 follow:

Condensed Consolidating Statements of Cash Flows
For the six months ended June 30, 2005

(unaudited)
Level 3 Level 3
Communications, Level 3 Communications, Other
(dollars in mullions) Inc. Financing, Inc. LLC Subsidiaries Ehminations Total
Net Cash Provided by (Used 1n)
Operating Activities $ (118) $ 62) % 56 $ 47 $ — $ )
Cash Flows from Investing Activities
Proceeds from sale and matunity of
marketable securities — . — 150 —_ — 150
Purchases of marketable securities (648) — — — — (648)
Decrease (increase) 1n restricted
cash and secunties, net — 3 ) — — 1
Caprtal expendrtures, net — — (70) (76) — (146)
Investments and acquisitions (10) — — — — (10)
Proceeds from sale of property,
plant and equipment and other
assets — — 2 2 — 4
Net Cash Provided by (Used 1)
Investing Activities (658) 3 80 (74) —_ (649)

Cash Flows from Financing Activities:
Long-term debt borrowings, net of
1ssuance costs 877 — — — — 877
Payments on long-term debt,
mcluding current portion (net of

restricted cash) — -— (25) (105) — (130)

Increase (decrease) due from

affiliates, net 8 54 (171) 109 — —
Net Cash Provided by (Used 1n)

Financing Activities 885 54 (196) 4 — 747
Effect of Exchange Rates on Cash (1) — (10) (5) — (16)
Net Change 1n Cash and Cash

Equivalents 108 5) (70) (28) — 5
Cash and Cash Equivalents at ‘

Beginning of Period 3 17 245 178 — 443
Cash and Cash Equivalents at End of |

Period ) 111 $ 12 § 175 § 150 § — 3 448 !
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. . Condensed Consolidating Statements of Cash Flows
For the six months ended June 30, 2004
(unaudited)
Level 3 Level 3
Communications, Level 3 Communications, Other
(dollars in millions) Inc Fimnancing, Inc. LLC Subsidiaries Eliminations Total

Net Cash Provided by (Used 1n)

Operating Activities $ (202) § — 3 17 % 148 § — 3 (37)
Cash Flows from Investing Activities

Purchases of marketable securities — — (410) — — (410)
Proceeds from sale of marketable

securities — — — 41 — 41
Decrease (increase) 1n restricted .

cash and secunties, net 7 21 @) — — 21
Capital expenditures, net —_ — (74) . (%) — (112)
Investments and acquisitions — — (25) — — (25) |

Proceeds from sale of property,
plant and equipment, and other

assets — — 7 9 — 16 {
Net Cash Provided by (Used in) !
Investing Activities 7 21 (509) 12 — (469)

Cash Flows from Financing Activities
Payments on long-term debt,

including current portion — — (74 ) — (76) l

Increase (decrease) due from !

affiliates, net 195 (21) 378 (552) — _

Net Cash Provided by (Used 1n) |

Financing Activities 195 @n 304 (554) — (76)

!

Effect of Exchange Rates on Cash — — (3) 3 — —
Net Change in Cash and Cash

Equivalents — — (191) (391) — (582)

Cash and Cash Equivalents at

Beginning of Period 1 15 582 531 — 1129

Cash and Cash Equivalents at End of ’

Period $ 1S 15 % 391 § 140 $ — 547

32

!
http://sec.freeedgar.com/EFX_dll/EDGARpro.dll?FetchFllmgHTML1?SessmnID=c%5FTbe1Ddd1ydId... 11/1/2005 |
|



LLVEL D UUIVLIVIUNICA LIWVIND UNU (DO LU=, KECEIVEU. UB/UF/LUUD 14.14114) rage 55 o1 o4

Iteph 2. Mapagement’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion should be read in conjunction with the Company’s consolidated financial statements (including the notes thereto),
included elsewhere herein and the Company’s 2004 Annual Report on Form 10-K filed with the Secunties and Exchange Commussion

This document contains forward looking statements and information that are based on the beliefs of management as well as assumptions made
by and nformation currently available to Level 3 Communications, Inc and its subsidiaries (“Level 3 or the “Company™) When used mn this
document, the words “anticipate”, “believe”, “plans”, “estimate” and “expect” and similar expressions, as they relate to the Company or 1ts
management, are mtended to identify forward-looking statements Such statements reflect the current views of the Company with respect to
future events and are subject to certain risks, uncertainties and assumptions. Should one or more of these risks or uncertainties matenalize, or
should underlying assumptions prove incorrect, actual results may vary materially from those descnibed mn this document For a more detailed
description of these risks and factors, please see the Company’s 2004 Annual Report on Form 10-K filed with the Securities and Exchange

Commussion

Level 3 Communications, Inc , through its operating subsidiaries, 1s primarily engaged in the communications and nformation services
busmesses, with additional operations 1n coal mining

Communication Services

The Company 1s a facilities-based provider of a broad range of integrated communications services including voice, private line, wavelengths,
colocation, Internet access, managed modem, data services and dark fiber Revenue for communications services 1s recognized on a monthly
basis as these services are provided For contracts involving private line, wavelengths and dark fiber services, Level 3 may receive up-front
payments for services to be delivered for a period of up to 20 years. In these situations, Level 3 will defer the revenue and amortize 1t on a
straight-hne basis to earnings over the term of the contract

The Company segregates 1ts communication services mto three separate groups with each bemng 1n a different phase of the product life cycle,
incorporating different marketing and distribution strategies and different contributions to the Company’s profitability Growth services nclude
both wholesale and consumer oriented voice services and IP-VPN services The Company’s core services consist of transport & mfrastructure
and IP & data products Level 3 also provides managed modem and DSL services to customers which are deemed to be mature services by the
Company

Management of Level 3 believes that growth 1n recurning revenue 1s critical to the long-term success of the communications business The
Company believes 1t must continue to increase revenue from 1ts core services in the transport and IP business umts, as well as from the new
growth services including VoIP and IP-VPN services. At the same time, the Company believes 1t must continue to effectively manage the
positive cash flows from its mature managed modem services.

The Company 15 developing new voice services that in addition to its existing voice services target large and existing markets The Company
believes that the efficiencies of Level 3's IP and optical based network, includmng 1ts Softswitch technology, will provide customers a lower
cost alternative than the existing circuit-switched networks of 1ts competitors Several other competitors with IP technologies have announced
that they will be entering this market as well While the voice services being launched by Level 3 target a large addressable market, the
Company must quickly develop both its capability to market and sell in the voice market and develop the internal systems and processes
necessary to support the new services being launched. The market for voice services 1s large, however 1t 1s expected to continue to decline over
time as a result of the new low cost IP and optical based technologies In addition, the market for voice services 1s being targeted by many
competitors, several of which are larger and have more financial resources than the Company.
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The Compgny’s IP-VPN services permut businesses to replace multiple networks with a single, cost-effective solution that greatly simplifies the
converged transmussion of voice, video and data. This convergence to a single platform can be obtained without sacrificing the quality of
service or security levels of traditional ATM and Frame Relay offerings IP-VPN services also permit customers to prioritize network
apphication traffic so that high prionity applications such as voice and video, are not compromised 1n performance by the flow of low priority
applications such as email.

Growth 1n transport & mfrastructure revenue 1s largely dependent on increased demand for bandwidth services, the pricing of those services
and available capital of companies requiring communications capacity for therr own use or in providing capacity as a service provider to their
customers These expenditures may be in the form of up-front payments or monthly payments for private line, wavelength or dark fiber
services An increase i demand will likely be partially offset by declines in unit pricing

The conversion from narrow band dial-up services to ugher speed broadband services 1s expected to ncrease demand for the Company’s

IP and data services Revenue growth in this area 1s dependent on continued increases 1n usage by both enterprises and consumers and the
pricing environment An increase 1n the reliability and security of information transmitted over the Internet and declines 1n the cost to transmt
data have resulted 1n increased utihization of e-commerce or web based services by businesses The Company continues to expernience price
compression for its IP and data services Current hugh levels of available capacity and the numerous compames competing 1n this market have
resulted 1n a very competitive pricing environment

The Company experienced price compression m the 25% - 45% range for transport and IP services i 2004. Level 3 beheves that industry-
wide, excess network mventory has been significantly reduced The Company continued to see pricing pressure 1n the first half of 2005 for
those customers that require sumple, low quality, pomt-to-point services, as competitors aggressively pursued this business. However, Level 3
1s seeing some indication that competitors are less willing to discount these services if it requires investment in incremental capacity to meet the
customer’s requirements Therefore, the amount of new capacity added may not be sufficient to meet future demand

For those customers that provide ugh qualhity content or require complex regional or national solutions, Level 3 1s beginning to see some early
indications that price compression is starting to moderate, but 1t 1s far too early to draw conclusions Level 3 intends to remain disciplined n 1ts
approach to pricing for 1ts transport and IP services The Company does not intend to pursue volume at the expense of profitability

The emergence of a number of compames from bankruptcy protection and additional competition from other distressed carriers contmnues to
contribute to the difficult and competitive operating environment The Company does not expect this environment to change significantly until
the 1ndustry consolidates and/or the demand accelerates

SBC and Vernizon announced that they intended to acquire AT&T and MCI, respectively. While these proposed transactions still require
regulatory and stockholder approval and are not expected to be completed until 2006, the Company believes that the completion of these
transactions will benefit Level 3 Not only will price compression potentially be mitigated by the elimunation of competitors, but there will be
ncreased pressure on the combined entities to reduce the cost of providing services 1n order to improve historical operating results
Accordingly, Level 3’s position as a low cost provider in the industry could provide future revenue opportumties as the combimned entities seek
low cost service offerings.

The Company and 1ts customers continue to see consumers mgrate from narrow band dal-up services to higher speed broadband services as
the narrow band market matures This trend 1s expected to result in declines 1n managed modem revenue in the future The Company
recognized $488 mullion and $210 million of managed modem revenue n fiscal 2004 and for the six months ended June 30, 2005, respectively
These dechines may be mitigated n the rmd to longer term by growth 1n IP-based services offered by the Company that address the market shift
to higher speed broadband services Level 3 believes that the low cost structure of its network will enable 1t to aggressively compete for new
business 1n the IP-based market
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The"exclusiyity provisions 1n the contract with the Company’s primary DSL customer expired at the end of the first quarter of 2005. The
customer substantially completed the migration of its existing DSL subscribers to its own network during the second quarter of 2005 Since the
customer did not fully complete the migration by June 30, 2005, Level 3 will receive additional compensation n the third quarter of 2005. The
Company recognized $112 million of DSL revenue attributable to this customer 1n 2004, and $54 mullion for the six months ended June 30,
2005 and 1s expecting DSL revenue to decline significantly through the remamder of 2005.

Level 3’s management continues to review the Company’s existing lines of busimness and service offenngs to determine how those lines of
business and service offerings assist with the Company’s focus on dehivery of communications and mformation services and meeting 1ts
financial objectives To the extent that certain lines of business or service offerings are not considered to be compatible with the delivery of
communications and information services or with obtaining financial objectives, Level 3 may exit those lines of business or stop offering those
services

Management focuses on Adjusted OIBDA, cash flows from operating activities and capital expenditures to assess the operating performance of
the communications business Management believes that Adjusted OIBDA, when viewed over time, reflects the operating trend and
performance of 1ts communications business Adjusted OIBDA, or stmular measures, also 1s an mdicator of performance used by Level 3°s
competitors and 1s used by management 1n evaluating relative performance :

The expected increase 1n revenue attributable to the Company’s voice and IP-VPN services and the expected decline 1n revenue from the
managed modem and DSL services will likely result 1n lower gross profit margins i the future. Profit margins for the Company’s mature
services have historically been higher than the average profit margins earned by the Company’s communications business while the profit
margins for the Company’s growth services are expected to be below the current average profit margin earned by the communication business

In January 2005, the Company announced cost containment imtiatives that are mntended to reduce operating expenses by approximately $60 to
$70 million 1n 2005 The imtiatives included the ehmmation of approximately 470 jobs primarily in the non-growth and support areas of the
communications business. The Company recorded a restructuring charge of $15 million 1n the first quarter of 2005 attributable to this action.

Management believes that cash flows from operating activities as reported on the consolidated statement of cash flows, also 1s a measure of
operating performance, but in addition measures the generation of cash from or use of cash for working capital (particularly accounts
recervable, accounts payable and deferred revenue) purposes which 1s important as the Company momitors and maintains 1ts hquidity

Management of Level 3 believes the mtroduction of new products or technologies, as well as the further development of extsting technologies
may reduce the cost or increase the supply of certain services simular to those provided by Level 3 The ability of the Company to anticipate,
adapt and mnvest in these technology changes mn a timely manner may affect the future success of the Company.

In the second quarter of 2005, Level 3 agreed to deploy the latest generation of optical equipment developed by Infinera Corporation Level 3
believes that the equipment will allow the Company to optimize the amount of traffic 1t carries over the network and lower the cost of
providing services.

The Company 1s focusing 1ts attention on 1) growing revenue through existng core services, existing growth services and new service
development efforts, 2) continuing to show mmprovements m Adjusted OIBDA as a percentage of revenue, 3) managing working capital and
4) making certam 1ts capital expenditures are made primanly for activities that directly generate revenue The anticipated change 1n the
composition of the Company’s revenue will require the Company to carefully manage operating expenses and concentrate 1ts capital
expenditures on those technologies and assets that will enable the Company to further develop 1ts growth services and replace the decline 1n
revenue and earnings from mature services
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In addition to the operational metrics, the Company 1s also focusing on improving 1ts financial condition and extending the matunty dates of
and lowerm'g the effective interest rate on 1ts outstanding debt In 2004, the Company was able, through a senes of transactions, to extend
approximately $1 1 billion of debt maturing m 2008 to 2011 and to reduce the effective mterest rate on the debt outstanding In addition, on
Apnil 4, 2005, Level 3 completed the offering of $880 mullion of 10% Convertible Senior Notes due 2011 to institutional investors  Level 3
intends to use the net proceeds from this offering for general corporate purposes, including possible acquisitions, working capatal, capital
expenditures, debt refinancing and debt repurchases The Company will continue to look for opportunities to improve 1ts financial position in
2005 and focus 1ts resources on growing revenue and managing costs for the communications business.

Information Services

The Company’s information services business 1s comprised of two operating units. ( 1 )Structure, LLC and Software Spectrum, Inc (1)
Structure provides computer outsourcing services primarily to small and medium-sized businesses that want to concentrate their resources on
their core business rather than expend capital and mcur overhead costs to operate their own computing environments Efforts to grow this
business are largely dependent on ( 1 )Structure’s ability to effectively market itself to businesses while competing against other outsourcing
providers with greater financial resources and name recognition (1) Structure recognizes revenue 1 the period the services are provided

Software Spectrum s a global reseller of business software, primanly to large and medium sized businesses Software Spectrum recognizes
revenue at the time the product 1s shipped or 1n accordance with the terms of the licensing contracts Sales under certain licensing programs
permit Software Spectrum to recognize only a service fee paid by the software publisher as revenue Software Spectrum has expenenced an
increase 1n sales under this form of licensing program and management expects further adoption of agency licensing programs 1n the future
The Company’s ability to resell software 1s influenced by the general economic environment, specifically m North America and Western
Europe, as well as the level of IT spending for business software by large and medum sized companies

The software distribution and resale business 1s very competitive with profitability largely dependent upon rebates received from the software
publishers The amount of rebates received from the publisher 1s tied directly to the value of software sold for that publisher These programs
vary from publisher to publisher, but typically contain sales targets that are tiered so that Software Spectrum can earn higher rebates on
incremental sales above certain sales targets Alternatively, Software Spectrum may forfeit publisher rebates 1f certain mmimum sales targets
are not achieved. As such, it 1s not uncommon for software resellers, including Software Spectrum, to price software at or below their cost,
primarily at the end of the second and fourth quarters of the Company’s fiscal year, in order to attain the next sales target and thus earn lugher
rebates from software publishers.

Microsoft 1s the primary provider of business software to the Company’s Software Spectrum business If Microsoft should successfully
implement programs for the direct sale of software through volume purchase agreements or other arrangements intended to exclude the
distribution or resale channel, Software Spectrum’s results of operations would be materially and adversely affected

Microsoft has recently notified Software Spectrum of proposed changes to Microsoft’s sales agency program which, once finalized by
Microsoft, will take effect for customer contracts entered nto after January 1, 2006, All contracts completed prior to January 1, 2006, will be
grandfathered under the existing sales agency program Under the proposed revised program for agency type sales as currently drafted, the
number of performance metnics agamst which Software Spectrum 1s measured and the standard of performance on those metrics are expected
to increase The Company expects, based on a preliminary evaluation of Microsoft's proposed program changes, that the program changes will
not have a signuficant affect on the Company's results of operation or financial position n 2006 However, since Microsoft has yet to finalize
the proposed changes, the Company 1s not able to defimtively determine the effects of Microsoft’s proposed changes on the Company's results
of operations and financial position after January 1, 2006
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In ptder to achieve a desired return on nvested capital, Management of the information services business focuses on the Adjusted OIBDA
metric and cash flow from operating activities to assess the overall operating performance of the information services business. Specifically, for
the (2 )Structure business, Adjusted OIBDA reflects the operating results of the business and, viewed 1n conjunction with net capital
expenditures required to support existing and new customer contracts, provides Management with visibility to the financial condition and
operating performance of the business For the Software Spectrum business, Management focuses on Adjusted OIBDA and cash flow from
operating activities, including changes in working capital accounts, to assess the financial condition and operating performance of the busmess.
Software Spectrum’s working capital requirements are determined primanly by changes 1n 1ts accounts receivable and accounts payable
balances Management 1s focusing 1ts attention on mmnimzing working capital requirements by lowering 1ts days sales outstanding through
consistent collection procedures Management expects working capital requirements for the Software Spectrum business to decline n the future

as software publishers continue to adopt the agency licensing model.

Coal Mining

Level 3, through 1ts two 50% owned joint venture surface mines in Montana and Wyoming, sells coal prnimarnly through long-term contracts
with public utilities The long-term contracts for the delivery of coal establish the price, volume, and quality requirements of the coal to be
delivered Revenue-under these and other contracts 1s recognized when coal 1s shipped to the customer The remamder of Level 3’s sales are
made on the spot market where prices are generally lower than those in the Company’s long-term contracts.
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Results of Qperations 2005 vs. 2004

Revenue for the periods ended June 30, 1s summarized as follows (dollars in mullions):

Three Months Ended Six Months Ended
June 30, June 30,
2005 2004 2005 2004
Communications $ 371 § 391 § 881 § 780
Information Services 520 503 1,003 997
Coal Mming 19 24 36 40
$ 910 $ 918 $ 1,920 § 1,817

Communications revenue 1s classified into two categories, services revenue and reciprocal compensation The Company further segregates its
communications services into three separate categones with each being 1n a different phase of the product life cycle, incorporating different
marketing and distribution strategies and different contributions to the Company’s profitability The categores include 1) growth services
(voice and IP-VPN services) 2) core services (transport & infrastructure and IP & data products) and 3) mature services (managed modem and
DSL services) Revenue for these services 1s identified n the following table.

Three Months Ended Six Months Ended
June 30, June 30,
2005 2004 2005 2004

Services.
Growth Services $ 28 § 11 § 55 § 19
Core Services 187 185 498 378
Mature Services 127 169 271 334
Total Services Revenue 342 365 824 731
Reciprocal Compensation 29 26 57 49
Total Communications Revenue $ 371 § 391 $ 881 § 780

Growth services revenue for the three months ended June 30, 2005 1s comprised of $25 million for voice services and $3 mullion for IP-VPN
services versus $9 mullion for voice services and $2 mullion for IP-VPN services 1n the same period 1n 2004 For the six months ending

June 30, 2005, growth services revenue was comprised of $51 mllion of voice revenue and $4 mullion of IP-VPN revenue compared to $17
mullion and $2 mullion for voice and IP-VPN services, respectively, for the corresponding period mn 2004 The mcrease n IP-VPN revenue 1s
attributable to several contracts that were awarded late 1n 2004 and the beginning of 2005 for which services are now bemg provided Voice
revenue improved as a result of the increased market acceptance of the new services introduced 1n 2003 and 2004, particularly the wholesale
services which include voice termunation, local inbound and enhanced local services Voice termiation revenue mcreased significantly 1in
2005, however the Company’s largest voice termuination revenue customer significantly decreased the amount of traffic on Level 3’s network
during the second quarter of 2005 As a result, growth in voice termination revenue will be mitigated until Level 3 s1gns new customer
contracts, mcreases traffic with existing customers or the significant customer increases traffic on the Level 3 network The Company expects
revenue from its other voice services to continue to mcrease mn future periods as a result of the future service introductions, the iming of our
customers’ rollout of VoIP services, and the acceptance of VoIP technology by businesses and consumers.

Revenue attributable to the Company’s core services for the three months ended June 30, 2005 1s comprised of $123 mullion of transport and
infrastructure revenue and $64 million of IP and data revenue. Revenue for the corresponding period in 2004 was $118 mullion and $67
million for transport and infrastructure and IP and data, respectively Revenue attributable to the transport and mfrastructure business increased
as a result of higher demand for colocation and wavelength services. Colocation revenue mcreased 1n 2005 as a result of
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higher utilization rates in certain of the Company’s facilities and stabilization of pricing  The mcrease 1n wavelength revenue 1s primarily
attributable to the contract purchased from 360networks in the first quarter of 2005, new agreements with France Telecom and additional
services provided to new and existing customers. The increases tn transport and infrastructure revenue were partially offset by lower
amortized dark fiber and operations and maintenance revenue resulting from the settlement agreements reached with France Telecom and
360networks 1n 2005 and McLeodUSA 1n the fourth quarter of 2004.

The Company expects colocation revenue to remain above 2004 levels as there 1s strong demand for data center space in large markets and
utilization of the Company’s existing colocation space has increased m the first six months of 2005

In addition to transport and infrastructure, the Company’s core services also include IP & Data services. Revenue attributable to these services
1n the second quarter of 2005 declined 4% from the same period 1n 2004 The decline 1 this revenue 1s primanly attributable to a decline 1n
revenue for wholesale Internet access. Although demand for IP and data services 1s mcreasing, price declines more than offset revenues
relating to the increase 1n volume

For the s1x months ending June 30, 2005, revenue attributable to the Company’s core services was comprised of $371 mullion for transport and
nfrastructure and $127 mullion for IP and data For the same period n 2004, revenue was $240 mllion and $138 mullion for transport and
infrastructure services and IP and data services, respectively Transport and infrastructure revenue increased significantly from the same period
1n 2004 primanly as a result of the recogmtion of $130 mullion of termination revenue m 2005 versus $9 mullion m 2004 The termumation
revenue 1n 2005 1s primanly attributable to agreements reached with France Telecom and 360networks relating to the termination of existing
dark fiber lease agreements with those customers described below

On February 22, 2005, France Telecom and Level 3 finalized an agreement to terminate a dark fiber agreement signed in 2000 Under the terms
of the agreement France Telecom returned the fiber to Level 3 Under the origmal IRU agreement, the cash received by Level 3 was deferred
and amortized to revenue over the 20-year term of the agreement As a result of this transaction, Level 3 recogmzed the unamortized deferred
revenue of approximately $40 mullion of unamortized deferred revenue as non-cash termmation revenue 1n the first quarter of 2005

On March 1, 2005, Level 3 entered into an agreement with 360networks 1 which both parties agreed to termunate a 20-year IRU agreement
Under the new agreement 360networks returned the dark fiber originally provided by Level 3 Under the onginal IRU agreement, signed 1n
2000, the revenue associated with the cash received by Level 3 was deferred and amortized to revenue over the 20-year term of the agreement
As a result of this transaction, Level 3 recognized the unamortized deferred revenue of approximately $86 mullion as non-cash termmation
revenue 1n the first quarter of 2005.

Excluding termination revenue, transport & nfrastructure revenue for the six months ended June 30, 2005 increased 5% from the
corresponding period m 2004 due to an mcrease 1n colocation and wavelength revenue previously disclosed

The Company expects to recognize termination revenue n the future 1f customers destre to renegotiate contracts or are required to termnate
service The Company 15 not able to estimate the specific value of these types of transactions until they occur, but does not currently expect to
recogmze significant termuination revenue for the remainder of 2005.

IP and data revenue for the s1x months ended June 30, 2005 declined from the same period 1 2004 for the same reasons described above
Revenue attributable to the Company’s mature services was comprised of managed modem revenue of $103 mullion and DSL revenue of $24
mullion for the three months ending June 30, 2005 Revenue attributable to these two services was $136 and $33 mullion, respectively, for the
three months ended
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Jupé 30, 2004 For the six months ended June 30, 2005, managed modem and DSL revenue was $210 mullion and $61 mullion, respectively,
compared to $270 mullion and $64 mullion for the s1x months ended June 30, 2004 In 2004, Level 3’s largest managed modem customer,
Amernca Online, informed the Company that 1t would reduce 1ts overall purchases of fixed service ports forits U S dial-up network Amenca
Onhne reduced the number of ports 1t purchased from Level 3 by approximately 30% 1n 2004 In addition to the port cancellation provisions,
the contracts with America Online contain market-pricing provisions which had the effect of lowerning revenue Partially offsetting the price
dechnes was an increase mn managed modem usage revenue attributable to the acquisitions of certain ICG and Sprint customer contracts at the
beginning of the second and fourth quarters of 2004, respectively

As a result of concessions to America Online 1 early 2004, the market-pricing provisions of these contracts are not expected to be enforced
until at least the second half of 2005 for a portion of the ports and January 2006 for the remaining ports. The contract with America Online
continues to contain pricing provisions whereby Level 3 1s obligated to provide America Online a reduced price per port rate 1f Level 3 offers a
third party better pricing for a lower volume of comparable services The Company expects, excluding the effects of acquisitions, managed
modem related revenue to continue to decline 1 the future primarily due to an increase 1n the number of subscribers nugrating to broadband
services and pricing concesstons under existing contracts

The Company’s DSL aggregation services are primarily provided to a customer on an exclusive basis in certain markets, which exclusivity
expired at the end of the first quarter of 2005 The customer began hmited mugration of 1ts customers off of the Level 3 network dunng the
first quarter of 2005 and was substantially complete by the end of the second quarter of this year For the three and six months ending June 30,
2005, DSL revenue attributable to this customer represented 83% and 88%, respectively, of the total DSL revenue recogmzed 1n the period.
These nugration activities resulted in the decrease in DSL revenue for the three and six months ended June 30, 2005 compared to the same
periods in 2004 The Company expects DSL revenue to decrease significantly in the second half of 2005 as the Company expects 1ts primary
DSL aggregation customer to discontinue purchasing services by the end of the third quarter of 2005.

Reciprocal compensation revenue icreased to $29 million and $57 million for the three and s1x months ended June 30, 2005 from $26 mulhon
and $49 nullion for the corresponding periods i 2004. This increase 1s prumarily attributable to new or amended agreements reached with
BellSouth and Verizon Communications 1n the second and third quarters of 2004, respectively, and SBC Communications in the first quarter of
2005 These agreements establish intercarrier rate structures to termunate local, ISP bound traffic through 2006 and 2007

In October 2004, the FCC approved certain aspects of a forbearance petition filed by Core Communications in July 2003 Specifically, the FCC
lifted ISP-bound traffic growth caps and new market exclusion The FCC rate cap of $ 0007 per munute did not change 1n this order Certain of
the Company’s interconnection agreements contain language that supersedes this order

Certamn ISP-bound traffic that is terminated on the Level 3 network is expected to be subject to the FCC’s ISP Remand Order, which has been
pending at the FCC for two years. The FCC has indicated that 1t will rule on the ISP Remand Order 1n the future The ruling 1s expected to
address, among other things, the FCC’s basis for asserting jurnisdiction over ISP-bound traffic.

Once the FCC has ruled on the ISP Remand Order, the Company will determune the impact of that decision on 1ts current interconnection
agreements. If an agreement contains a change-mn-law provision, a party will be able to invoke the change-of-law clauses to prospectively
modify the terms of that agreement If there 1s no change-of-law provision in the agreement, the previously negotiated terms will stay 1n place
until expiration of the agreement When an agreement expires, the parties would default to the FCC rules on ISP-bound traffic

With the three agreements reached 1n 2004 and 2005, Level 3 has interconnection agreements 1n place for the majonty of traffic subject to
reciprocal compensation Level 3 continues to negotiate new nterconnection agreements with other local carriers To the extent that the
Company is unable to sign new mterconnection
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agreements or signs new agreements contaiung lower rates, or there 1s a sigmificant decline in the Company’s managed modem dial-up
business, or FCC or state regulations change such that carriers are not required to compensate other carmriers for terminating ISP-bound traffic,
reciprocal compensation revenue may decline significantly over time.

Information services revenue increased for the three months ended June 30, 2005 from 2004 primarily as a result of increased sales for
Software Spectrum. The software reseller industry 1s seasonal, with revenue and Adjusted OIBDA typically being higher m the second and
fourth quarters of the Company’s fiscal year.

Revenue for Software Spectrum increased to $504 mulhon for the three months ended June 30, 2005 from $487 million for the three months
ended June 30, 2004. The increase in revenue for Software Spectrum 1s primarily due to higher sales to the mid-market busiess segment 1n
2005 Software Spectrum has increased 1ts sales efforts to target this segment of the market Software Spectrum defines the mid-market
segment as compnsed of businesses with fewer than 2,500 desktops The increase in mid-market sales was partially offset by a decline 1n
revenue due to an increase 1n sales under Microsoft’s 6 0 licensing program Software Spectrum began expeniencing an increase 1 sales under
Microsoft’s 6 0 licensing program and simular programs offered by other supphers in 2003 Under these programs, new enterpnise-wide
licensing arrangements are priced, billed and collected directly by the software publishers Software Spectrum continues to provide sales and
support services related to these transactions and earns a service fee directly from publishers for these activities The Company recogmizes the
service fee 1t receives as revenue and not the entire value of the software under this program Software Spectrum recorded approximately

$22 nullion and $18 milhon of revenue attributable to these types of contracts m the second quarter of 2005 and 2004, respectively. The
estimated selling price of the software sold under these agreements was $379 mullion and $338 mllion for the corresponding periods

If Microsoft and the other suppliers are successful i implementing agency licensing programs, 1t will result 1n a sigmficant dechine 1n the
amount of information services revenue recognized by the Company The decline n revenue 1s not expected to have a meaningful effect on
operating mcome (loss), as the Company should experence a corresponding decline m cost of revenue

Revenue attributable to (1) Structure’s business for the second quarter of 2005 was consistent with revenue for the second quarter of 2004 at
$16 million. Revenue from new services provided was offset by continued price compression 1n the mainframe outsourcing business

Information services revenue for the s1x months ended June 30, 2005 was comprised of $970 million from Software Spectrum and $33 mullion
attributable to (7 )Structure. For the six months ended June 30, 2004 revenue for Software Spectrum and ( 7 )Structure was $959 million and
$38 mullion, respectively The increase m Software Spectrum revenue 1n 2005 1s due to the same factors that were described earher for the
three-month periods ending June 30, 2005 and 2004 The decrease 1n (2 )Structure revenue was attributable to two customers terminating their
outsourcing contracts and as a result, ( 1 )Structure recognized $4 million of termmation revenue 1n the first quarter of 2004

Coal mining revenue decreased to $19 mullion 1n the second quarter of 2005 from $24 million in the second quarter of 2004 Revenue was $36
mullion for the s1x months ended June 30, 2005 compared to $40 mullion for the same period in 2004. The decline 1n revenue for 2005 1s
attributable to a significant reduction 1n coal required to be purchased mn 2005 under a contract with Detrot Edison from 2004 levels. The
Company has signed new agreements with Detroxt Edison, but with lower tonnage requirements and lower prices.

Cost of Revenue for the communications business, as a percentage of revenue was 30% for both of the three month periods ended June 30,
2005 and 2004 Cost of revenue declined m 2005 as a result of the mugration of ICG, KMC and Allegiance traffic to the Level 3 network 1n the
second half of 2004 and first half of 2005, and the incremental costs mcurred 1n the second quarter of 2004 for the completion of the Genuity
mugration The decrease in cost of revenue was offset by the decline n higher margin managed modem and DSL revenue and increased sales
for certain voice services, for which margns are lower
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Fog'the six plonths ended June 30, 2005 and 2004, the cost of revenue for the communications business, as a percentage of revenue was 26%
for both periods. An increase mn termination revenue, with no corresponding cost of revenue, 1n 2005 to $131 mullion from $9 million 1n 2004
posttively affected the percentage in 2005. Excluding termination revenue in 2005, the cost of revenue, as a percentage of revenue, would have
been 30%. The exclusion of termination revenue m 2004 had little effect on the percentage As described above, the change 1n the revenue
mux from high margin mature services to low margin growth services, combined with the additional costs of the ICG, KMC, Allegiance
transactions completed 1n the second quarter of 2004 and the Sprint transaction completed 1n the fourth quarter of 2004, increased cost of
revenue as a percentage of revenue n 2005

As the Company’s revenue mux changes to a lugher percentage of voice revenue and a lower percentage of managed modem and DSL revenue,
the cost of revenue, as a percentage of revenue, will increase due to the lower margm earned on certain of the Company’s voice services

The cost of revenue for the mformation services businesses, as a percentage of revenue, improved slightly to 90 2% for the second quarter of
2005 from 90 5% for the second quarter of 2004. This decrease was primarily attributable to an increase 1 sales under new hicensing programs
umplemented by software publishers for which the cost of revenue 1s mimmal. Software Spectrum 1s very reliant on rebates recetved from
software publishers to improve 1ts operating results For the three months ended June 30, 2005 and 2004, Software Spectrum earned
approximately $10 million and $12 mullion, respectively, in rebates which reduced cost of revenue Software Spectrum does not earn rebates
from Microsoft on agency program sales As a result, as agency program sales increase, the amount of rebates earned 1s expected to be below
that earned 1n 2004. This decline 1s partially offset, by Software Spectrum earning, 1n general, higher margins on Microsoft agency sales than
on Microsoft non-agency sales

The cost of revenue, as a percentage of revenue, for the six months ended June 30, 2005 increased to 90 8% from 90 7% for the same period n
2004 Included 1n the 2004 results was $4 mullion of termination revenue attributable to the outsourcing business This termination revenue
had no corresponding cost of revenue The declme 1n termmation revenue 1n 2005 was offset by higher agency sales Software Spectrum
eamned $19 mullion and $22 million 1n rebates for the six months ended June 30, 2005 and 2004, respectively

Cost of revenue, as a percentage of revenue, for the coal mining business decreased for the three and s1x months ending June 30, 2005
compared to the same periods 1n 2004 primanly as a result of the favorable resolution of certain production tax 1ssues The resolution of these
1ssues resulted in a $5 mullion decrease 1n the cost of revenue for the mining business 1n the second quarter of 2005.

Depreciation and Amortization expenses for the quarter were $166 mullion for the second quarter of 2005, a 6% decrease from the
depreciation and amortization expenses of $177 mullion 1n the second quarter of 2004 The decrease 1s pnmarnly attributable to shorter-hived
communications assets that were placed mn service mn prior years becomung fully depreciated during 2004 In addition, the McLeod mtangible
assets were fully amortized during the third quarter of 2004. These decreases were partially offset by the amortization expense attributable to
the intangible assets acquired in the Sprint acquisition completed m the fourth quarter of 2004

Depreciation and amortization expenses for the six months ending June 30, 2005 and 2004 were $337 mullion and $356 mullion, respectively
This decrease 1s mamly attributable to shorter-lived assets becomung fully depreciated n the prior year. Amortization expense for the six
months ended June 30, 2005 was consistent with amortization expense for the same period 1n 2004

Selling, General and Administrative expenses were $217 mullion 1n the three months ended June 30, 2005, an 11% decrease from selling,
general and adminustrative expenses 1n the same period of 2004. This decrease 1s primanly attributable to lower compensation and employee
related costs resulting from the workforce reduction for the communications business which occurred 1n the first quarter of 2005 Specifically,

declines 1n base compensation, bonus, travel, recruiting and facihities expenses all contributed to the decrease in selling, general and
admumistrative expenses 1n 2005.

42

http://sec.freeedgar.com/EFX_dIVEDGARpro.dl1?FetchFilingHTML1?SessionID=c%5FTbIx 1DddiydId...  11/1/2005




LEVEL 3 COMMUNICA IIONS INC (Form: 10-Q, Recerved: 08/09/2005 14:14:14) Page 45 ot 54

Seling, éenéral and administrative expenses for the Company’s information services business in 2005 did not fluctuate significantly from 2004
expenses.

Selling, general and administrative expenses attributable to the Company’s other businesses also declined 1n the second quarter of 2005 as a
result of the favorable settlement of an obligation to provide msurance for employees of the Company’s former packaging business and the
receipt of msurance proceeds rexmbursing the Company for payments made to settle legacy environmental htigation These 1tems contributed
to a $6 mullion decline 1n selling, general and administrative expenses The Company does not expect to realize cost reductions of this
magnitude 1n the future for these businesses.

Included 1n operating expenses for both the second quarter of 2005 and 2004, were $10 rmullion of non-cash compensation and professional
expenses recognized under SFAS No 123 related to grants of stock options, warrants and other stock-based compensation programs In the
second quarter of 2005, the Company increased the value of stock based compensation distributed to employees, and recognized additional
non-cash compensation expense 1n the quarter for these grants. This mncrease m non-cash compensation expense was offset by the reversal of
expense 1n Europe attributable to certam discontinued equity compensation programs

For the six months ended June 30, 2005, selling, general and admistrative expenses declined by approximately 7% compared to the same
period 1n 2004 The decline 1s attnbutable to the factors described above

The Company expects 2005 selling, general and admmistrative expenses to remain below 2004 levels as the Company reahizes the cost savings
from the workforce reduction that occurred in the first quarter of 2005 and ongoing non-workforce related cost contamment efforts

Restructuring and Impairment Charges were $4 million and $19 million for the three and six months ended June 30, 2005, respectively, and
less than $1 million and $2 mullion for the three and six months ended June 30, 2004, respectively During the first quarter of 2005, the
Company recogmized $15 mullion related to the workforce reductions of the communications bustness 1 North Amenica and Europe. The
employees affected by this workforce reduction provided support functions or worked directly on mature services As of June 30, 2005, the
Company had less than $1 million of remainmng obligations attributable to the 2005 restructuring activities For the three and six months ended
June 30, 2004, the Company recognized restructuring charges of less than $1 million and $2 mullion, respectively, for the ongoing restructuring
activities of Software Spectrum.

Non-cash impairment charges were $4 million for the second quarter of 2005 and resulted from the decision to terminate projects for certain
Softswitch related products in the communications business. The costs incurred for these projects, including capitalized operating expenses,
were impaired as the carrying value of these projects exceeded their estrmated fair value

Adjusted OIBDA , is defined by the Company as operating income (loss) from the consohdated statements of operations, less depreciation and
amortization expense, less non-cash compensation expense included within selling, general and administration expense on the consohidated
statements of operations, and less the non-cash portion of restructuring and impawrment charges. Adjusted OIBDA 1s not a measurement under
accounting principles generally accepted in the United States and may not be used by other companies. Management beheves that Adjusted
OIBDA 15 an important part of the Company’s internal reporting and 1s an indicator of profitability and operating performance used by the
chief operating decision maker or decision making group, especially in a capital-intensive ndustry such as telecommunications Adjusted
OIBDA excludes interest expense and income tax expense and other gains/losses not included i operating mcome Excluding these items
elimates the expenses associated with the Company’s capitalization and tax structures Note 11 of the consolidated financial statements
provides a reconcihiation of Adjusted OIBDA for each of the Company’s operating segments
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Adjlisted{bI,BDA for the communications business increased to $88 million in the second quarter of 2005 from $79 million for the same period
in 2004. The increase mn 2005 1s primarnly attributable to the declines 1n cost of revenue and selling, general and administrative expenses
partially offset by a decline In communications revenue

For the six months ended June 30, 2005, Adjusted OIBDA for the communications business was $289 mullion compared to $195 mulhion 1n the
same period of 2004 This difference was predominately due to an increase in termnation revenue and a decline 1n selling, general and
admimstrative expenses m 2005 Partially offsetting these 1tems was a change 1n the revenue mix from high margin mature services to lower
margin growth services, combined with the additional network costs of the ICG, KMC, Allegiance transactions completed in the second quarter
of 2004 and the Spnint transaction completed in the fourth quarter of 2004

The operations of the information services business resulted i Adjusted OIBDA of $15 million for the three months ended June 30, 2005
versus $11 mullion for the same period n 2004 This increase 1s due to higher sales and gross margin for Software Spectrum 1n 2005.

Adjusted OIBDA for the information services busmess was $22 mullion for the six months ended June 30, 2005 which remained unchanged
from the same period in 2004 The increase 1n Software Spectrum sales and gross margimn in 2005 was offset by the lack of termination revenue
attributable to the outsourcing business that took place in 2004 In the first quarter of 2004, ( 1 )Structure recognized $4 million of revenue as
two customers terminated their contracts

Adjusted OIBDA for the Company’s coal and other businesses for the three and six months ended June 30, 2005 was $12 mullion and $13
mullion, respectively. In 2004, Adjusted OIBDA was $4 mullion and $5 mullion for the corresponding periods The increase in both 2005
periods 1s attributable to the favorable resolution of certamn production tax issues which resulted in a $5 mullion decrease 1n the cost of revenue
for the mining business 1n the second quarter of 2005, and the $6 mullion benefit contributing to the lower selling, general and admimstrative

expenses of the Company’s other businesses The reduction 1n expenses was partially offset by a decline i higher margin coal sales to Detroit
Edison

Interest Income was $10 mullion and $14 mallion for the three and six months ended June 30, 2005, respectively, increasing from $3 mullion
and $6 million for the same periods 1n 2004. Interest income increased mn 2005 compared to 2004 due to the increase m the Company’s
average return on its portfolio to 2 6% and 2.4% for the three and s1x months ended June 30, 2005 from 1.2% and 1 1% for the three and six
months ended June 30, 2004 In addition, net proceeds received from the Company’s issuance of the $880 mullion aggregate principal amount
of 10% Convertible Senior Notes due 2011 on April 4, 2005 caused the portfolio balance to increase 1n the second quarter of 2005. The
average balance was $1.4 billion for the second quarter of 2005 and$1 1 billion for the second quarter of 2004. The average portfolio balance
for the s1x months ended June 30, 2005 and 2004 remained consistent at $1 1 billion Pending utihization of cash and cash equivalents, the
Company 1nvests the funds primarily 1n government and government agency securities and money market funds The mnvestment strategy
generally provides lower yields on the funds than on alternative investments, but reduces the risk to principal in the short term prior to these
funds being used in the Company’s business

In 2004 and 2005, the Company elected to take advantage of the yield curve and purchase longer-term U S government secunities The
government secunties currently mature through February 2007. The Company intends to hold these securities until they mature

Interest Expense increased by $21 million to $139 mullion during the second quarter of 2005 compared to the second quarter m 2004,
primanly as a result of increased interest expense from the 1ssuance of the Company’s $880 million of 10% Convertible Senior Notes due 2011
1n the second quarter of 2005. In addition, there was an increase 1n interest expense due to the accretion on discount notes and higher interest
rates on the variable rate mortgage. This was partially offset by the refinancing transaction that occurred 1n the fourth quarter of 2004 The
Company entered mnto a $730 muilion Senior Secured Term Loan due 2011 and 1ssued $345 mullion of 5.25% Senior Convertible Notes due
2011 1n the fourth quarter of 2004. The Company used the proceeds
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fropt these tyansactions to repurchase approxmmately $1 1 billion of the Company’s public debt due in 2008 Overall, the refinancing

transaction 1n the fourth quarter of 2004 reduced the Company’s quarterly interest expense by approximately $5 mullion 1n the second quarter
of 2005 compared to the second quarter of 2004

Interest Expense, net increased by $8 mullion to $253 million during the six months ended June 30, 2005 primanly as a result of the

transactions described above In addition, the extinguishment of the Allegiance capital lease obligation 1n the second quarter of 2004 resulted
1n a decrease 1n mterest expense for the six months ended June 30, 2005

Other, net decreased significantly for the three and six months ended June 30, 2005 compared to the same periods in 2004 as a result of the
$147 million gain recognized on the extinguishment of the Allegiance capital lease obligation 1n the second quarter of 2004 The Company also
recogmzed a gan of $23 mullion on the sale of Commonwealth Telephone common stock 1n the first quarter of 2004

Income Tax Expense for the first six months of 2005 was $3 million compared to $2 million for the same period in 2004 The expense in both
periods 1s attributable to state mcome taxes for the coal business and foreign junisdiction tax relatng to the Software Spectrum business

Financial Condition—June 30, 2005

Cash flows provided by (used 1n) operating activities for the six months ended June 30 are as follows (dollars i mullions) -

Six Months Ended

June 30,
2005 2004
Communications** $ (72) % 1)
Information Services @ 22
Other 2 (8)
Total 3 % 37)

** Includes interest expense, net of interest income

The decrease 1n operating cash flows for the communications business for the six months ended June 30, 2005 compared to the same period in
2004 was attributable to lower operating results after excluding termmation revenue, and an increase mm working capital requirements primarily

due to the timung of payments from large customers. Partially offsetting these items was a decrease 1n the cash interest paid on the Company’s
debt and an increase in mnterest mcome

For the information services business, the decrease 1n cash provided by operating activities 1s a result of an 1ncrease 1n the working capatal

requirements compared to the same period 1n 2004 The fluctuation 1n working capital 1s primanly attributable to the timing of payments to
software publishers and the collection of accounts receivable from customers

The 1increase m operating cash flows for the other businesses is primarily attributable to the payment of state tax obligations 1n 2004 for which

liabilities had previously been recorded. During 2005, the Company also received nsurance proceeds of $2 million reimbursing the Company
for payments made 1n prior periods to settle environmental litigation.

Investing activities 1n 2005 mclude $648 million used to purchase marketable securities, $146 milhion used for net capital expenditures,
\ primarily 1n the communications business, and $10 mullion for a cost investment i a communications company . Partially offsetting these

| activities were $150 mullion from the maturity of marketable securities and $4 million of proceeds from the sale of property, plant and
equipment m the first six months of 2005
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Fma'ncng’ achvities m 2005 include the 1ssuance of 10% Convertible Senior Notes due 2011 which resulted m $877 mullion of net proceeds for
the Company. In addition, the Company repaid $130 mullion of outstanding debtedness using cash and cash equivalents The mdebtedness
primarily consisted of the GMAC mortgage which was repaid in the second quarter of 2005 using $103 mullion of cash and $13 million of
restricted securities In the future, the Company may pursue a new mortgage to replace all or a portion of the former GMAC mortgage

Liquidity and Capital Resources

The Company provides a broad range of mntegrated communications services as a facilities-based provider (that 1s, a provider that owns or
leases a substantial portion of the property, plant and equipment necessary to provide 1ts services) The Company has created, generally by
constructing 1ts own assets but also through a combination of purchasing and leasing facihities, an advanced, international, end-to-end,
facilities-based communications network The Company has designed its network based on optical and Internet protocol technologies 1n order
to leverage the efficiencies of these technologtes to provide lower cost communications services

The further development of the commumications business will continue to require significant expenditures, mcludmg new service development
costs The Company expects that these expenditures will result in negative cash flows from operatmg activities and operating losses for the
Company 1 the near future The Company’s expenditures will be primarily attributable to operating expenses, capital expenditures and interest
payments The Company expects base capital expenditures (capital required to keep the network operating efficiently) to be approximately
$100 mullion 1n 2005 The majonty of the Company’s ongoing capital expenditures are expected to be success-based, which are tied to
mcremental revenue The Company expects success-based capital expenditures for voice customers to increase mn 2005

As a result of continued growth and demand for the Company’s services, the Company 1s increasing 1ts mvestment in network technologies,
product development and supporting capabilities in 2005 m order to increase the attractiveness of its offerings and maintam 1its low-cost
position

The Company does not have any significant principal amounts due on its outstanding debt until 2008 In 2005, the Company expects to pay in
cash, based on current debt levels approximately $445 mullion of mnterest expense

Level 3 has approximately $1 3 billion of cash, cash equivalents and marketable securities on hand at June 30, 2005 Based on information
available at this ime, management of the Company believes that the Company’s current hiquidity 1s sufficient to fund 1ts anticipated negative
cash flows from operating activities, capital expenditures and nterest costs until such time as 1t 1s able to grow the business and begin
generating positive cash flows from operating activities sufficient to also cover capital expenditure requirements, cash interest expense and debt
obligations.

Cash flows will fluctuate 1n 2005 and will be a function of revenue fluctuations from existing and new services, the Company’s management of
network, selling, general and administrative expenses, capital expenditures and fluctuations mn working capital for both the communications and
information services busmesses The Company’s previous debt and equity offerings have given the Company the ability to develop its business

However, 1f additional investment opportunities should present themselves, the Company may be required to secure additional financing n the

future There can be no assurance that the Company could raise such amounts on acceptable terms or at the time the funding 1s necessary

In addition to raising capital through the debt and equity markets, the Company may sell or dispose of existing businesses, investments or other
non-core assets to fund portions of 1ts business
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In the second quarter of 2005, Level 3 announced that 1ts wholly owned subsidiary, Technology Spectrum, Inc , had filed a registration
statement with the Securities and Exchange Commussion to enable the sale of that subsidiary’s common stock to the public 1 an mitial public
offering Technology Spectrum, Inc. 1s the principal holding company for Level 3°s information services business The registration statement
relating to these securties has not yet become effective.

The Company may not be successful in producing sufficient cash flow, raising sufficient debt or equity capital on terms that 1t will consider
acceptable In addition, proceeds from dispositions of the Company’s assets may not reflect the assets’ itrmsic values Further, expenses may
exceed the Company’s estimates and any financing needed may be higher than estimated Failure to generate sufficient funds may require the
Company to delay or abandon some of 1ts future expansion or expenditures, which could have a material adverse effect on the busmess

Level 3’s management continues to review the Company’s existing lines of business and service offerings to determine how those lines of
business and service offerings assist with the Company’s focus on delivery of communications and information services and meeting its
financial objectives To the extent that certain Iines of business or service offerings are not considered to be compatible with the delivery of
communicattons and information services or with achieving financial objectives, Level 3 may exit those lines of business or stop offering those
services

Level 3 1s aware that the various 1ssuances of 1ts outstanding senior notes, semior discount notes and convertible notes may trade at discounts to
their respective face or accreted amounts. In order to continue to reduce future cash interest payments, as well as future amounts due at
maturity, Level 3 or 1ts affiliates may, from time to time, enter mto debt for debt, debt for equity or cash transactions to purchase these
outstanding debt securities in open market or privately negotiated transactions. Level 3 will evaluate any such transactions 1n hight of then
existing market conditions and the possible dilutive effect to stockholders. The amounts involved 1n any such transactions, mdividually or in
the aggregate, may be material.

Current economic conditions of the telecommunications and information services industry, combined with Level 3’s financial position and
significant hquidity, have created potential opportunities for Level 3 to acquire companies or portions of companies at attractive prices Level 3
continues to evaluate these opportunities and could make additional acquisitions n 2005.

Item 3. Quantitative and Qualitative Disclosures About Market Risk

Level 3 1s subject to market nisks arising from changes 1n mterest rates and foreign exchange rates As of June 30, 2005, the Company had
borrowed a total of $730 million under a Semuor Secured Term Loan. Amounts drawn on the debt instrument bear interest at LIBOR rates plus
an applicable margin As the LIBOR rates fluctuate, so too will the mnterest expense on amounts borrowed under the debt instrument The
weighted average interest rate on the variable rate instrument at June 30, 2005, was approximately 10 34%. A hypothetical mcrease in the
vanable portion of the weighted average rate by 1% (1 €. a weighted average rate of 11 34%) would increase annual mterest expense of the
Company by approximately $7 3 million At June 30, 2005, the Company had $5 22 billion of fixed rate debt bearing a weighted average
mterest rate of 8.74% A decline 1n interest rates mn the future will not benefit the Company with respect to the fixed rate debt due to the terms
and conditions of the loan agreements that require the Company to repurchase the debt at specified premiums.

The Company’s business plan includes operating a telecommunications network and information services business in Europe. As of June 30,
2005, the Company had invested sigmficant amounts of capital n the region for its communications business The Company 1ssued

€800 mullion (€154 mllion outstanding at June 30, 2005) 1n Senior Euro Notes in February 2000 as an economuc hedge against 1ts net
investment 1n its European subsidianes at the time As of June 30, 2005, the Company held enough foreign denomunated currency to fund 1ts
current working capital obligations and remaining interest payments on 1ts Euro
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deqd‘nung’teg"debt through matunity. The Company has not made significant use of f'mancllal mstruments to minimize its exposure to foreign
currency fluctuations. !

The change 1n nterest rates 1s based on hypothetical movements and 1s not necessarly indicative of the actual results that may occur Future
earnings and losses will be affected by actual fluctuations 1n interest rates and foreign currency rates

Item 4. Controls and Procedures

(a) Disclosure controls and procedures The Company’s Chief Executive Officer and Chief Financial Officer have evaluated the effectiveness
of the Company’s disclosure controls and procedures as of June 30, 2005. Based upon such review, the Chief Executive Officer and Chief
Financial Officer have concluded that the Company’s controls and procedures are effective and are designed to ensure that information
required to be disclosed by the Company 1n the reports 1t files or submits under the Securities Exchange Act of 1934, as amended, and the
rules there under, 1s recorded, processed, summarized and reported within the tume periods specified m the Commussion’s rules and forms
Disclosure controls and procedures include, without limtation, controls and procedures designed to ensure that information required to be
disclosed by an 1ssuer 1n reports it files or submuts under the Securities Exchange Act 1s accumulated and communicated to the Company’s
management, including 1ts principal executive officer and principal financial officer, as appropriate to allow timely decisions regarding
required disclosure

(b) Internal controls There were no changes in Level 3’s internal controls over financial reporting that have occurred dunng the second
quarter 2005 that have matenally affected or are reasonably likely to materially affect, Level 3’s internal controls over financial reporting

48

http://sec.freeedgar.com/EFX_dIVEDGARpro.dl1?FetchFilingHTML1?SessionID=c%5FTbIx1DddiydId...  11/1/2005




LEVEL > CUIVLIVIUINIUA L IUIND 1INU (rorm. 1VU-yY, KECEIVEQA: UB/UY/LUVUD 14:14:14) rage 51 o1 >4

S LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
PART I - OTHER INFORMATION
Item 1. Legal Proceedings

The Company has provided an update to two legal proceedings involving the Company m Note 13 of the consolidated financial statements
contaned 1n Part I, Item I of this Form 10-Q. This disclosure 1s hereby incorporated by reference

Item 4. Submission of Matters to a Vote of Security Holders

At the annual meeting of stockholders held on May 17, 2005 the following matters were submtted to a vote.

1 Election of three Class II Directors to the Board of Directors of Level 3 for a three-year term until the 2008 Annual Meeting of
Stockholders
In Favor Withheld
James O Ells, Jr 606,810,092 8,880,434
Richard R Jaros 599,925,059 15,765,467
Albert C Yates 606,871,295 8,819,231
2. To approve the granting to the Level 3 Board of Directors discretionary authonty to amend our amended and restated Certificate of

Incorporation to effect a reverse stock split at one of four ratios-

Affirmative votes 592,717,307
Negative votes 21,322,355
Abstamn 1,650,864
Broker non-vote 0
3 To approve an amendment and restatement of the Level 3 Communications, Inc Certificate of Incorporation
Affirmative votes 603,020,683
Negative votes 10,888,872
Abstain 1,780,971
Broker non-vote 0

Item 6. Exhibits

(a) Exhibats filed as part of this report are listed below.
31.1 Rule 13a-14(a)/15d-14(a) Certification of the Chief Executive Officer
312 Rule 13a-14(a)/15d-14(a) Certification of the Chief Financial Officer

321 Certification of Chief Executive Officer pursuant to 18 U S C Section 1350, as adopted pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002

322 Certfication of Chief Financial Officer pursuant to 18 U S.C Section 1350, as adopted pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002,
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P SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the
undersigned thereunto duly authorized.

LEVEL 3 COMMUNICATIONS, INC

Dated August 9, 2005 /s/ Eric J Mortensen
Enc J Mortensen
Senior Vice President, Controller
and Principal Accounting Officer
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Exhibit 31.1
CERTIFICATIONS*
I, James Q Crowe, certify that
1 Ihave reviewed this Quarterly Report on Form 10-Q of Level 3 Communications, Inc.;

2 Based on my knowledge, this report does not contain any untrue statement of a material fact or omut to state a matenal fact necessary
to make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the
period covered by this report,

3 Based on my knowledge, the financial statements, and other financial information included in this report, fairly present 1n all maternal
respects the financial condition, results of operations and cash flows of the registrant as of| and for, the periods presented mn this
report;

4  The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures
(as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) for the registrant and have.

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our
supervision, to ensure that material information relating to the registrant, including 1ts consolidated subsidiaries, 1s made known to
us by others within those entities, particularly during the period in which this report 1s being prepared,

(b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed
under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the preparation of
financial statements for external purposes n accordance with generally accepted accounting principles,

(c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented 1n thus report our conclusions
about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such
evaluation; and

(d) Disclosed n this report any change m the registrant’s internal control over financial reporting that occurred during the
registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter 1n the case of an annual report) that has materially
affected, or 1s reasonably likely to materially affect, the registrant’s internal control over financial reporting, and

5  The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control over financial
reporting, to the registrant’s auditors and the audit commuttee of the registrant’s board of directors (or persons performing the
equivalent functions).

(2) All significant deficiencies and material weaknesses 1n the design or operation of internal control over financial reporting which
are reasonably likely to adversely affect the registrant’s abihty to record, process, summarize and report financial information,
and

(b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s
mternal control over financial reporting.

Date August 9, 2005

http://sec.freeedgar.com/EFX dI/EDGARpro.dl1?FetchFilingHTML17?SessionlD=c%5FTbIx1DddiydId...  11/1/2005



TTLEVEL 3 CUMMUNIUALIVUND LINU (FOrm: 1U-Y, KECEIVEd: UB/UY/LUUD 14:14:14) rage >3 01 >4

/s/ James Q Crowe
Jages Q.Crowe
Chief Executive Officer

* Provide a separate certification for each principal executive officer and principal financial officer of the registrant See Rules 13a-14(a) and
15d-14(a).

Exhibit 31.2

CERTIFICATIONS*

I, Sunit S Patel, certify that.
I Thave reviewed this Quarterly Report on Form 10-Q of Level 3 Communications, Inc ;

2 Based on my knowledge, this report does not contain any untrue statement of a matenal fact or omut to state a material fact necessary
to make the statements made, 1n light of the circumstances under which such statements were made, not misleading with respect to the
period covered by this report;

3 Based on my knowledge, the financial statements, and other financial information mcluded in this report, fairly present in all material
respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented m this
report,

4  The regstrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures
(as defined 1n Exchange Act Rules 13a-15(e) and 15d-15(e)) for the registrant and have

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our
supervision, to ensure that material information relating to the registrant, including 1ts consolidated subsidiaries, 1s made known to
us by others within those entities, particularly during the period in which this report 1s being prepared,

(b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed
under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the preparation of
financial statements for external purposes 1n accordance with generally accepted accounting principles,

(c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented 1n this report our conclusions
about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such
evaluation, and

(d) Dasclosed m this report any change 1n the registrant’s internal control over financial reporting that occurred during the
registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has matenally
affected, or 1s reasonably likely to matenally affect, the registrant’s internal control over financial reporting; and

5  The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of mternal control over financial
reporting, to the registrant’s auditors and the audit commuttee of the registrant’s board of directors (or persons performing the
equivalent functions)'

(a) All significant deficiencies and matenal weaknesses 1n the design or operation of internal control over financial reporting which
are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial mformation;
and

| (b) Any fraud, whether or not matenal, that involves management or other employees who have a significant role in the registrant’s
internal control over financial reporting.

Date August 9, 2005

/s/ Sumit S Patel
Sumit S Patel
Chief Financial Officer

* Provide a separate certification for each principal executive officer and principal financial officer of the registrant. See Rules 13a-14(a) and
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Exhibit 32.1

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Quarterly Report of Level 3 Commumnications, Inc (the “Company”) on Form 10-Q for the three and six
months ended June 30, 2005 as filed with the Securities and Exchange Commussion on the date hereof (the “Report™), I, James Q Crowe, Chief
Executive Officer of the Company, certify, pursuant to 18 U S C § 1350, as adopted pursuant to § 906 of the Sarbanes-Oxley Act of 2002, that.

(1) The Report fully complies with the requirements of section 13(a) or 15(d) of the Secunties Exchange Act of 1934, and

(2) The information contamned 1n the Report fairly presents, in all matenal respects, the financial condition and results of operations of
the Company

/s/ James Q Crowe
James Q Crowe

Chief Executive Officer
August 9, 2005

Exhibit 32.2

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Quarterly Report of Level 3 Communucations, Inc (the “Company”™) on Form 10-Q for the three and six
months ended June 30, 2005 as filed with the Securities and Exchange Comnussion on the date hereof (the “Report”), I, Sumt S Patel, Chief
Financial Officer of the Company, certify, pursuant to 18 U S C § 1350, as adopted pursuant to § 906 of the Sarbanes-Oxley Act of 2002, that.

(1) The Report fully complies with the requirements of section 13(a) or 15(d) of the Secunities Exchange Act of 1934, and

(2) The information contained n the Report fairly presents, 1n all material respects, the financial condition and results of operations of
the Company

/s/Sunit S Patel

Sunit S Patel

Chief Financial Officer
August 9, 2005

End of Filing
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VERIFICATION
STATE OF COLORADO

COUNTY OF BROOMFIELD

ol clvs el

I, William P. Hunt, III, state that I am Vice President of Public Policy for Level 3
Communications, LLC; that I am authorized to make this Verification on behalf of Level 3
Communications, LLC; that the foregoing filing was prepared under my direction and

supervision; and that the statements in the foregoing document are true and correct to the best of

my knowledge, information, and belief.

W 2 LLA’?«(

Name" William P. Hunt, III
Title- Vice President of Public Policy
Level 3 Communications, LLC

SWORN TO AND SUBSCRIBED before me on the day of October, 2005.

VL0 o,

Notdry Public

My commussion expires: |\ | / [« [0

s Y

.n DUBLY C"'i?*

Tennessee



VERIFICATION
STATE OF OKLAHOMA §
§
COUNTY OF TULSA §
I, Mardi F. de Verges, state that I am Senior Vice President - Finance for WilTel
Communications Group, LLC; that I am authorized to make this Verification on behalf of WilTel

Communications Group, LLC; that the foregoing filing was prepared under my direction and

supervision; and that the statements n the foregoing document are true and correct to the best of

Name: Mard{ F de Verg%
Title: Senior Vice President - Finance
WilTel Communications Group, LLC

my knowledge, information, and belief.

SWORN TO AND SUBSCRIBED before me on the \ \’W‘ day of October, 2005.

Notary Pub i%

Notary Public Oklahoma
OFFICIAL SEAL |
JANIS M. BRITT |}
TULSA COUNTY f
COMMISSION #04006681
Omm _Bxp. 07-2 8

My commission expires.

Tennessee




